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PREFACE 


Tuts series of books owes its existence to the generosity of 
Messrs. Hart, Schaffner & Marx, of Chicago, who have 
shown a special interest in trying to draw the attention of 
American youth to the study of economic and commercial 
subjects. For this purpose they have delegated to the un- 
dersigned committee the task of selecting or approving of 
topics, making announcements, and awarding prizes an- 
nually for those who wish to compete. 
For the year 1925 there were offered: 
In Class A, which included any American without re- 
striction, a first prize of $1000, and a second prize of $500. 
In Class B, which included any who were at the time 
undergraduates of an American college, a first prize of $300, 
and a second prize of $200. 
Any essay submitted in Class B, if deemed of sufficient 
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The present volume, submitted in Class A, was awarded 
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Columbia University 
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AUTHOR’S PREFACE 


THE writer desires to state that he is very deeply indebted 
to Mr. John Cummings and certain of his colleagues in 
the Department of Research and Statistics of the Federal 
Reserve Board for very helpful suggestions in the prepara- 
tion of this study for publication. The writer is deeply in- 
debted also to many business men and bankers in Texas 
who have taken the time to give him a large part of the 
information appearing in this book. Finally, he is indebted 
to his wife, whose assistance in the preparation of the manu- 
script has been of great value. 

While many of the principles discussed in this study are as 
applicable in one part of the country as in another, the 
writer has drawn mainly upon his Texas experience for the 
materials out of which the study is made up. In fact, the 
study is written from the point of view of a city banker 
interested in extending credit to business enterprises or 
banks located in Texas. 


SCOPE OF THE INQUIRY 


THE city banker who is called upon to extend credit to 
business enterprises and country banks in Texas should have 
a good general knowledge of the following principles, eco- 
nomic conditions, and trade practices, which as briefly 
summarized indicate the scope of the present inquiry. 

(a) Principles of financial-statement analysis as applied 
both to commercial statements and to statements of farmers 
and stockmen. 

(0) The economic position of the two elemental industries 
of the state—the farming and live stock industries. They 
are the general foundation upon which the material well- 
being of the state is based. It may seem that in discussing 
the farmer and the problems, both economic and sociologi- 
cal, with which he is confronted, the writer is wandering 
somewhat far afield. It is his contention, however, that no 
city banker can extend bank credit in Texas with intelligence 
unless he is at least fairly well grounded in the knowledge 
of its basic industries. 

(c) Trade practices and characteristics of important lines 
of business in the state. The banker comes directly in con- 
tact with these lines of business. As regards almost any two 
of them the trade practices and characteristics, such as 
terms of sale and seasons of activity, may differ widely. 
Consequently a banker must be familiar with the peculiari- 
ties of each line of business because his knowledge of one line 
will not be a safe guide for him to follow in his dealings with 
another. That knowledge may even mislead him; for ex- 
ample, an understanding of the trade practices of the retail 
furniture trade would be of little, if any, value to the banker 
in his attempt to analyze the financial statement of a 
cottonseed oil mill. é 

Part Three of the present inquiry is given over to a dis- 
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cussion of important lines of business, and the information 
contained therein has been gathered as the fruit of an orig- 
inal investigation made by the writer extending over a period 
of about three years. This discussion is based largely upon 
personal interviews with managing officers of the lines of 
business involved and the data have been checked in order 
that the discussion may be as accurate and representative as 
possible. The writer would emphasize very strongly that the 
reader should consider Appendix V concurrently with his 
reading of Part Three, inasmuch as that appendix contains 
a large amount of illustrative material — actual cases which 
illustrate the importance, to an accurate and intelligent 
analysis of financial statements, of a knowledge of the trade 
practices and characteristics discussed in Part Three. 

(d) The principles of extending credit to the Texas country 
bank. This part of the study is based very largely upon the 
writer’s own experience, his principal duties for some time 
having been the preparation and analysis of data relating to 
country bank applicants for credit. 
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CHAPTER I 


AN OUTLINE OF THE PRINCIPLES OF FINANCIAL- 
STATEMENT ANALYSIS 


In this and the following chapter will be discussed the more 
important principles involved in the analysis of financial 
statements of commercial and industrial enterprises and 
of farmers and live stock men. It is true that the city banker 
is primarily interested in his commercial and industrial 
customers, since they make up his most important class 
of borrowers, but it is not uncommon for the city banker 
in Texas to have a number of substantial farmers and live 
stock men among his borrowing customers. This fact, to- 
gether with the fact that most, if not all, of his country bank 
borrowers make practically all of their loans to farmers 
and live stock men, should impress him with the importance 
of such knowledge as will enable him to read their state- 
ments intelligently. It has been thought best not to con- 
sider in these chapters the analysis of a bank’s financial 
statement, but to reserve that for later treatment, since the 
bank statement is fundamentally different from the ordinary 
financial statement. 


A. GENERAL CONSIDERATIONS 
The financial statement is one of the chief resources 
upon which the banker relies in dealing with a borrowing 
customer on an unsecured basis, and we shall be primarily 
concerned in this study with the extension of unsecured 
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credit. Important as the financial statement may be, 
however, there is one thing that should be particularly 
emphasized from the beginning: the banker must be satisfied 
that the moral risk of his customer is good, before he even 
considers the statement. Obviously a statement has value 
for credit purposes only in proportion to the confidence which 
the banker has in the truthfulness and honesty of the bor- 
rower who has rendered it. Therefore, if the moral risk is 
unsatisfactory, the statement can have no value whatever, 
since there is no assurance that it tells the truth. 
Assuming, then, that the moral risk of the borrower is not 
questionable and that his statement is a reasonable esti- 
mate of his financial condition, the banker should not on 
this showing alone rest his case and decide to accept or 
reject the application for a loan forthwith. The bare figures 
on the statement may appear to be in proper proportion, 
one to the other, and the current ratio and all the other 
ratios may appear to be satisfactory, so that, on the basis 
of the analysis.of the statement alone, the credit risk may 
appear to be acceptable. The banker should remember, how- 
ever, that there is no magic in figures or ratios — especially 
when considered by themselves. They take on meaning 
and value only when considered in the light of other in- 
formation. In the first place, the banker must be familiar 
with conditions in the particular line of business represented 
by the borrower. If the prospects are bright, the borrower’s 
statement will mean one thing; if they are dark, it may mean 
decidedly another thing. Until quite recently the farm im- 
plement business, for example, has been laboring under 
the handicap of poor collections, inadequate demand for its 
product, and generally depressed conditions throughout 
the trade. The good crops of 1923, however, and the satis- 
factory prices received for them by the farmers put new 
life into the business by creating a more active demand and 
making possible the collection of accounts, which in some 
cases had reached the doubtful stage, and which, had there 
been a crop failure, would no doubt have caused serious 
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embarrassment to some houses. It is obvious that a farm 
implement dealer, all other things being equal, would have 
been a less desirable customer before than after the out- 
come of the 1923 crops was determined. The point is that 
the banker must keep informed concerning conditions in all 
the important lines of business in his trade territory. 

Aside from a knowledge of conditions in particular lines of 
business, the banker must be fairly well informed concern- 
ing general business conditions throughout the country, 
and in addition to this, he must keep in touch with world 
conditions — particularly with conditions in those sections 
of the world with which his own state or trade territory has 
an extensive volume of commerce. The Texas banker, for 
example, is almost as vitally concerned with general con- 
ditions in England, Europe, or Japan as he is with the 
weather during the cotton-growing season, because con- 
ditions in those parts of the world will go far toward de- 
termining the price which the farmers of this state will re- 
ceive for their cotton, and the price which the farmers 
receive for their cotton will go far toward determining the 
prosperity of every line of business in the state. By keep- 
ing informed with reference to general business conditions 
at home and abroad, the banker develops a background 
against which, consciously or unconsciously, he will frame 
the general credit policies of his bank — those policies which, 
in large measure, will govern the future conduct of his 
bank’s affairs. 

Even though the figures and ratios of a given statement 
place the risk in an unfavorable light, the banker would 
hardly be justified on that account alone in refusing credit. 
It may be that a very good reason exists for what appears 
to be an unsatisfactory statement, and when this reason 
is fully set out, the banker’s attitude may very well undergo 
acomplete change. The point is that the banker should 
not be governed by the superficial good or bad showing 
made by the financial statement upon analysis, but should, 
in either event, go more fully into the affairs of the bor- 
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rower that a complete understanding of his case may be 
arrived at. 

It will often be found that a given set of figures and ratios 
in the statement of a wholesale grocery house, for example, 
will indicate an unhealthy condition, whereas the same 
figures and ratios in the statement of a cotton merchant 
would give no cause whatever for alarm. This brings us 
to the important observation that no financial statement 
can be adequately, or even intelligently, analyzed unless 
the analyst is familiar with those practices and character- 
istics of the line of business represented by the statement 
which distinguish it from all others. A banker may be 
thoroughly familiar with the trade practices of the whole- 
sale millinery business, but that knowledge would be prac- 
tically useless, if not dangerous, should he in the light of it 
attempt to analyze the statement of a cotton seed oil mill. 
In brief, it may be stated that one of the main purposes of 
the present inquiry is to show how important to the banker 
is a knowledge of trade practices, and to furnish him with 
that knowledge concerning some of the more prominent 
lines of business in this state. 


B. ANALYSIS OF COMMERCIAL AND INDUSTRIAL 
STATEMENTS 


What the analysis means. When a statement is analyzed, 
certain comparisons are made between individual items and 
groups of items with similar items or groups of items in 
a typical statement which the analyst has more or less 
clearly in mind. The idea in making the analysis is to deter- 
mine whether the showing reflected by the statement is 
good or bad. It can be good or bad only in comparison with 
something. That something is the showing made by the 
typical statement which the analyst has in mind. This 
typical statement may simply be a vague sort of thing — 
a composite of the analyst’s general experience in handling 
numerous statements. On the other hand, it may be a more 
or less scientifically worked out type, an average of many 
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statements of concerns in a particular line of business. The 
Robert Morris Associates of Lansdowne, Pennsylvania, 
have for some time been engaged upon the compilation of 
data from which are formed typical statements of various 
lines of business. The Associates work out in their typical 
statements the standard relationships which the various 
items on the statement should bear to each other and also 
certain standard ratios—such as the ‘turnover’ ratios, 
some of which we shall discuss later on. 


1. The Internal Analysis — The Balance Sheet 


Assets and liabilities. The assets are usually grouped into 
quick assets and fixed or slow assets — the former group 
being composed of those assets, such as cash, receivables, 
and merchandise, which are in constant process of being 
turned over in the course of business and being realized 
in the form of cash. The liabilities are usually grouped 
into current liabilities and fixed or slow liabilities. The 
former group comprises those liabilities which must be met 
within a short period of time and the proceeds of which, 
whether represented by cash, goeds or services, have pre- 
sumably gone into the quick assets or at least have been 
used in such a manner in the concern’s operations as to 
further the turning-over process through which the quick 
assets must pass before being realized in the form of cash. 
The more common current liabilities are notes payable 
to banks and trade creditors, accounts payable to trade 
creditors, and certain accrued liabilities, such as wages, 
interest and taxes. The fixed or slow liabilities include 
mortgage or bonded debt or other debts which do not 
mature within a short time — usually a year. Ordinarily a 
maturing mortgage or bond, although having less than a 
year to run, is not included among the current liabilities, 
if the concern has made any provision to take care of it or 
refund it or if it is of such a nature as will permit its being 
refunded. It would be illogical to include such a liability 
among the current liabilities, because the proceeds derived 
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from it have in all probability not gone into the concern’s 
working. capital, and it is not such a liability as may be 
expected to be liquidated from the sale of, or the conversion 
of the quick assets into cash. In the case of a going business, 
the fundamental distinction between a current liability and 
a fixed or slow liability is that the former will be paid out of 
the proceeds realized from the sale of quick assets, or at 
least the continuous conversion into cash of such quick 
assets as merchandise inventories and receivables, whereas 
the fixed or slow liability will usually be paid only out of the 
gradual accumulation of profits from the earnings of the 
business, if, indeed, it is to be paid at all. 

The difference between the assets and liabilities repre- 
sents the net worth of the concern or the interest of the 
owners in the business. In the case of a corporation, the 
net worth is represented by the capital stock and surplus. 
The net worth appears on the liability side of the statement 
and when added to the total of liabilities should equal the 
total of assets, thus serving to balance the statement. 

A brief definition and discussion of the more important 
assets and liabilities may be of interest at this point. 


ASSETS — 

Cash: This item should represent actual money or 
checks in process of collection available for the payment 
of expenses or current debts. It is, of course, a quick 
asset. 

Accounts receivable: This item should represent the 
debit balances on the books of the concern standing 
against various customers for goods or services sold them. 
The accounts must be current and collectible to be pro- 
perly considered quick assets. ’ 

Notes recewable: This item corresponds with accounts 

' receivable, except that the customer’s obligation is re- 
presented by a promissory note (or frequently by an ac- 
ceptance) instead of a book balance. The same consider- 
ations apply to it as to accounts. 
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Merchandise inventory: This item includes all goods 
owned by the concern which are available for sale in the 
normal course of its business operations. In the case 
of a manufacturing establishment, the merchandise will 
consist of raw materials, goods in process of manufacture, 
and finished product. The so-called turnover cycle begins 
with the merchandise which is turned into receivables. 
The turning of the latter into cash completes the cycle. 
The turnover cycle is of interest to the banker for it de- 
termines the length of time for which the concern should 
borrow to finance any one transaction, and it informs the 
banker how long he must wait for the completion of the 
transaction which he has been called upon to finance. 

Fixed or slow assets: These assets consist of plant, 
buildings, real estate and equipment used in the busi- 
ness, and, in general, all other assets which are not 
‘working’ —i.e., not being turned into cash. 

Prepayments and deferred assets or debits: Prepayments 
are of the nature of a receivable and usually represent 
service due the concern which has been paid for but not 
yet rendered. The payment of rent in advance is a com- 
mon example. Deferred debits usually represent some 
expense which has been paid out but the full benefit of 
which has not been reaped during the operating period 
closed by the balance sheet under analysis. A concern 
may make a heavy expenditure for advertising, a large 
part of the benefit of which will accrue to the next 
one or two of the concern’s operating periods. It would 
not be correct, therefore, to charge the full cost of 
such advertising to the period in which the expenditure 
was made; consequently, at statement date a part of it 
is set up as an asset to be charged down in the subsequent 
operating periods. From the standpoint of value in liqui- 
dation, deferred debits, of course, have no value. 

Goodwill: Unless the concern has made a bona fide 
purchase of the goodwill, it has no place in the financial 
statement. Sometimes it is written into the assets to 


10 EXTENSION OF BANK CREDIT 


cover up losses. The writer recalls a case of recent occur- 
rence where an item of goodwill in the amount of over a 
million dollars was arbitrarily set up on the books for the 
sole purpose of covering up an impairment in capital. As 
an asset in the liquidation or dissolution of the business, 
goodwill has no value. 


LIABILITIES — 

Notes payable to banks: This item represents money 
borrowed from banks principally for the purpose of de- 
fraying operating expenses and taking discounts on 
goods purchased. If the concern and the bank are func- 
tioning properly, the proceeds of bank loans will not be 
used for investment in permanent or fixed assets, for 
the obvious reason that such assets will not of themselves 
provide the means of liquidating the loans. 

Accounts payable: These accounts usually represent 
book credits in favor of trade creditors for goods pur- 
chased and not yet remitted for. If these creditors grant 
a sufficiently large discount for cash payment, accounts 
outstanding should not be large, for the concern would 
profit by borrowing from the bank and paying the trade 
creditors. The retail lumber dealer, for example, buys 
on terms of two per cent discount for payment of the 
bill within ten days with net terms of sixty days. This 
means that if the dealer chooses to forego the discount, 
he will have to pay the lumber mill or jobber a flat rate of 
two per cent for the use of the funds represented by the 
bill for a period of fifty days. This is equivalent to interest 
at the rate of about 14) per cent per annum. Since the 
dealer can borrow from the bank at not over eight per 
cent per annum, he will save at the rate of 614 per cent 
by taking his discount. Of course, this calculation as- 
sumes that the dealer will actually pay the miller or jobber 
at the expiration of the net terms period of sixty days. 
If he does not pay then (and frequently he will not), and 
if the jobber or miller will allow his bill to run on indefi- 
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nitely or until the turnover cycle of the business has been 
completed, the profit in taking the discount by borrow- 
ing from the bank at eight per cent would be diminished 
very considerably, if not entirely eliminated. 

Notes and acceptances payable: This item should in- 
clude notes and acceptances given trade creditors. Un- 
less the business is one in which it is customary for the 
trade creditor to extend long terms and accept the note 
or acceptance of the debtor, this item should not appear 
in the statement. Its appearance otherwise would indi- 
cate that the concern has had to give notes or accept- 
ances in the settlement of delinquent accounts — and 
this would be a serious reflection upon its credit standing. 

Reserve for taxes: This, like the other liabilities so far 
discussed, is a current liability, inasmuch as it represents 
what the concern estimates it will have to pay within a 
short time as taxes. 

Accrued liabilities: These are also current liabilities 
and represent such expenses as wages and interest which 
are properly chargeable against the operating period 
closed by the statement but which will not be paid until 
some future date. 

Fixed or slow liabilities: These liabilities include bonds, 
mortgages, and all other obligations of the concern which 
are not of current maturity (i.e., which do not mature 
within a year), or which are subject to refunding (even 
though of current maturity) and are not properly an offset 
to quick assets. 

Reserves: There are several different classes of re- 
serves, and they sometimes cause the banker no little 
difficulty. The so-called valuation reserves, such as the 
reserves for bad debts, depreciation and depletion, are 
merely offsets to certain assets and should properly be 
shown on the asset side of the statement as deductions 
from the face value of the assets to which they apply. 
They should not be considered a part of the concern’s net 
worth — although it often happens that for income tax 
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purposes or for other reasons a concern will overestimate 
its depreciation requirements and thus the reserve for 
depreciation will in part represent net worth. There are 
other reserves which are real liabilities — such as the re- 
serve for taxes. These reserves are of the nature of 
accounts payable. There is a third class of reserves which 
are purely a part of the net worth, and for credit pur- 
poses should be considered as net worth — such as the 
reserve for improvements or additions to plant, reserve 
for sinking fund, and reserve for contingencies. Such re- 
serves are set up merely to earmark a portion of the 
surplus (if the concern is a corporation) which may not be 
disbursed as dividends. There is another class of reserves 
which represents the writing up of the value of an asset 
on the books in accordance with an appraisal. This class 
is met with in this state mainly in connection with the oil 
producing industry, and we shall withhold our considera- 
tion of it until we take up the discussion of that industry. 


The current ratio: The banker considers the concern whose 
statement he is analyzing from two points of view: first, asa 
going or operating concern, and secondly, as a concern in 
liquidation. The first viewpoint is naturally of the greater 
importance, because if there were any reason to believe 
that the concern could not continue as a going institution, 
the banker would give no consideration to extending it 
credit. Therefore, there is always the presumption that the 
borrower is going to continue in business. Nevertheless, 
as a factor of safety, the banker must assure himself that, 
even if the borrower should not be able to continue and 
should have to liquidate, the assets of the business could be 
closed out at a sufficient sum to pay off the creditors without 
loss. The banker has both these points in mind when he 
considers the most important ratio to be derived from the 
financial statement — the current ratio. 

This ratio is calculated by dividing the sum of the 
current liabilities into the sum of the quick assets, the 
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quotient being the number of dollars of quick assets per 
dollar of current liabilities. The banker is naturally in- 
terested in the current position of the concern — i.e., in 
those assets and liabilities which are constantly turning 
over in the course of normal business operations — because 
the loan which he makes will become one of those current 
liabilities just as the proceeds of it will enter into the quick 
assets, and because the liquidation of the loan will come 
out of the quick assets. 

Looking at the business as a going concern, the banker will 
insist that'the current ratio be high enough to insure a cash 
income sufficient to take care of maturing liabilities. In 
other words, during the normal course of the concern’s 
operations, when merchandise and receivables are being 
constantly turned into cash, there must be a sufficient 
amount of such merchandise and receivables to yield 
enough cash to take care of the current liabilities as they 
mature. From this standpoint, it is clear that an install- 
ment furniture house, whose receivables are payable in 
installments running over a period of many months and 
whose turnover of merchandise inventory is relatively 
slow, must have a large amount of quick assets in proportion 
to current liabilities to provide a sufficient income of cash 
to take care of current maturities among the liabilities. 
That is to say, the installment house would have to have a 
relatively high current ratio. On the other hand, a flour mill 
which sells largely for cash, or at least on only short time, 
and which turns its inventory rapidly, would not need 
relatively as large an amount of quick assets to provide 
sufficient cash to meet the current maturities among its 
liabilities. That is, a lower current ratio would be in order. 

Looking at the business as a liquidating proposition, the 
banker would insist upon a reasonable excess of quick 
assets over current liabilities, because he knows that at 
forced sale the assets would never bring one hundred cents 
on the dollar, whereas the current liabilities would not de- 
preciate at all. Therefore, a margin would be:necessary to 
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care for the shrinkage in value. Moreover, a concern is not 
likely to underestimate the value of its quick assets in render- 
ing a financial statement, and a margin is required to care 
for the personal equation. In some lines of business the 
shrinkage in value of the quick assets at forced sale would 
be less than in others. To revert again to the installment 
furniture house and flour mill, as examples, it is easy to 
understand that the depreciation or shrinkage in value in 
the case of the former would, in all likelihood, be much 
greater than in the case of the latter, for the reason that 
the quick assets of the furniture house would consist mainly 
of receivables due from individuals, who in large part are 
people of small means and of no established credit standing, 
and of merchandise which is slow-turning, non-staple and 
for which the demand is very elastic. The receivables of 
the mill, however, would, in the main, be due from flour and 
feed dealers and from wholesale grocers — most of whom 
would have an established credit standing; and the mill’s 
inventory would consist of flour and grain, both of which 
are staples and necessaries of life and have a very ready 
market. The margin to care for shrinkage in the quick 
assets would, therefore, have to be greater in the case of 
the installment furniture house than in the case of the 
flour mill. 

How high should the current ratio be? It seems to be 
generally accepted that a ratio of two for one — that is, two 
dollars of quick assets for every dollar of current liabilities — 
is desirable. We have just seen, however, that it is im- 
practical to lay down any such arbitrary standard. Some 
lines of business should maintain a wider margin of quick 
assets than others. A concern which deals in staple com- 
modities, sells on short terms, and turns its inventories 
rapidly need not have as high a ratio as one which sells on 
long time (with the consequent increased hazard from bad 
debt losses), turns its merchandise slowly, or deals in mer- 
chandise which is not staple or is subject to style changes. 
Moreover, the ratio in the case of a given concern may be 
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high and very satisfactory at one season of the year, and 
very low at another season. The statement of a wholesale 
milliner, for example, will usually show an exceedingly high 
ratio as of about November 30th, and may show a ratio of 
considerably less than two for one as of the end of March. 
The reason is that the business is very seasonal. November 
is an end-of-season month, when the business should be in 
a very liquid condition and have most of its liabilities paid 
off; whereas March is in the midst of the busy spring 
season, when the milliner is leaning heavily upon his 
creditors. With a proper understanding of the nature of 
the wholesale millinery business and particularly of the 
seasonal and therefore temporary character of its demand 
for credit, the banker would not necessarily be justified in 
saying that a ratio of less than two for one in March is 
too low. 

The mere fact that the current ratio is favorable should 
not be allowed to govern the banker in his decision as to 
the desirability of the credit risk. The current ratio is only 
one of several factors to be considered. A concern may have 
a favorable ratio, but the composition of its quick assets 
may be such as to make the risk undesirable. Receivables, 
for example, may be heavily out of proportion to merchan- 
dise and volume of business due to poor collections, and 
since receivables contain an item of gross profit not included 

‘in merchandise, an increase in receivables relative to mer- 
chandise would tend to increase the current ratio. But a 
disproportionate increase in receivables would react un- 
favorably upon the credit risk even though the current ratio 
was increasing, because it would reflect unsound tendencies 
in the business. Again, a concern may have a satisfactory 
ratio and still be undercapitalized —i.e., operating too 
heavily on borrowed money. 

It is sometimes said that the ideal condition for an 
ordinary merchandising establishment is one in which the 
current liabilities are not in excess of the receivables and 
cash. The idea is that the owners of the business should 
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provide enough capital to care for the fixed investments and 
the normal inventory, and the creditors should be called 
upon for only as much capital as may be required to carry 
the receivables to maturity, and possibly for funds to finance 
extraordinary purchases of inventory during the peak 
seasons. If borrowed money is confined within these limits, 
there is less likelihood of its becoming ‘frozen up’ as a part 
of the necessary permanent working capital which the busi- 
ness will have to maintain as a going concern. Should the 
concern go on a cash basis, the ordinary run of collections 
out of the receivables would take care of the creditors with- 
out disturbing the minimum working capital (represented 
by the inventory) necessary for the continuance of the 
business. Moreover, if the current debts do not exceed the 
amount of the collectible receivables, they will be (or at least 
can be) paid sooner than otherwise, because receivables are 
one stage nearer cash than is merchandise. 

The proportion of debt to net worth: Hardly less important 
than the current ratio is the proportion of borrowed capital 
to the capital invested in the business by the owners. This 
proportion is calculated by dividing the total indebtedness 
of the concern by the net worth — the resulting quotient 
being the number of cents or dollars invested in the business 
by creditors to every dollar so invested by the owners. 
If creditors have a disproportionate amount invested in 
the business, a condition of undercapitalization exists. It 
is evident that if a concern can use borrowed money 
profitably, there will be a strong inducement to operate as 
largely as possible upon such money, because the earnings 
on the owners’ investment in the business will thereby be 
increased. On the other hand, there is the danger of 
spreading out too much, with the result that in hard times, 
when profits cease and deficits are the rule, the interest 
charges may become too heavy. Moreover, in the event of 
liquidation, it may be found that the owners’ investment 
does not constitute a sufficient margin to protect all the 
creditors from loss. The wise course, therefore, for the 
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‘management of an enterprise to follow is that of operating 
reasonably well within the concern’s own resources. 

Just how high the proportion of debt to worth may pro- 
perly go depends, as in the case of the current ratio, upon 
a variety of factors. The nature of the business is very im- 
portant. A business with slow turnovers and handling non- 
staple commodities should depend relatively less upon 
creditors than a business not subject to those disadvantages. 
Then the season of the year is very important. The cotton 
merchant, for example, should be practically out of debt in 
mid-summer; whereas in November or December his bor- 
rowings may run far in excess of his net worth.t The whole- 
sale produce dealer should reduce his indebtedness very 
materially during the spring and summer, but might owe 
quite heavily during the fall and winter. In general, i 
might be said that if the indebtedness exceeds from seventy 
to eighty per cent of the net worth the banker should in- 
quire into the cause. If a large part of the debt is of a fixed 
or slow nature, a high proportion is not so serious as it 
would be if all the indebtedness were current. It should 
also be stated that the smaller the concern the lower the 
ratio of debt to worth should be, because small concerns 
are shorter lived on the average than large ones, and, 
owing to the very fact that they are small, they are less 
able to weather the storms constantly to be encountered 
in every field of competitive economic activity. 

There are some lines of business which owe very heavily 
for borrowed money at certain seasons of the year but which 
are practically out of debt at other seasons. If a business 
of this kind has a good past record for meeting its obligations 
during the liquidating season, the banker may have no fear 
in granting a line during the borrowing season that, for a 
non-seasonal business, would appear out of proportion to 
the net worth. He knows that the borrowing will be only 
temporary and that within a short period of time the line 


t It should be stated, however, that his eT gas will probably be 
secured by cotton. 
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will be steadily reduced. In the case of a non-seasonal busi- 
ness, however, the banker has a more or less substantial 
amount of capital almost permanently at stake in the busi- 
ness. Since there is no such thing as seasonal liquidation, 
owing to the nature of the business, it is not so easy to keep 
informed as to its general health as in the case of the seasonal 
business. If the latter does not liquidate or, at least, ma- 
terially reduce its borrowed money as expected, the banker 
is at once put on notice that something is wrong. But he 
must keep a constant watch on the non-seasonal business, 
assuring himself as best he can that its volume is being 
maintained, and that collections are not lagging or turn- 
overs falling off. 

The turnover of receivables: There are a great number of 
relationships among the items on the financial statement 
and profit and loss account which may be expressed in the 
form of ratios and which may be put to good use by the 
banker, but we shall have to confine our attention to a few 
of the more important ones, the first of which will be the 
turnover of receivables. This turnover is found by dividing 
the amount of receivables into the net sales figure. If a con- 
cern sells on thirty days’ time, it should, in the perfect case, 
turn its receivables twelve times a year —i.e., the uncol- 
lected accounts and notes on its books should not exceed 
one month’s sales. Of course, in practice all receivables are 
not collected when due. On the other hand, however, some 
customers pay cash for their purchases and many others 
discount their bills, which means that if those customers 
who take the net terms offered pay promptly on the due 
date of the account, the concern selling on thirty days’ time 
ought to have less than thirty days’ sales outstanding at 
statement date. It is to be borne in mind that if the state- 
ment is rendered directly after certain seasons, such as the 
fall season in this country, when trade is unusually good and 
volume of sales heavy, the outstanding receivables may be 
relatively heavy in proportion to the year’s sales. Super- 
ficially this might seem to indicate that some of the accounts 
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are slow and past due. In fact, however, they may practi- 
cally all represent sales made within the past month and be 
very current. Therefore, the banker must give considera- 
tion to the seasonal character of the business in calculat- 
ing the receivables turnover. But in general this turnover, 
when considered in the light of the usual terms of sale will 
provide a fairly good check upon the credit and collection 
policies of the business. It is to the interest of the business 
and the banker that the turnover of receivables be kept at 
as high a rate as possible, because the higher the rate of 
turnover, the better the collections and the less the danger 
from bad debt losses. Moreover, a slow turnover of re- 
ceivables, or poor collections, means that the business must 
have a larger amount of its capital tied up in such assets 
than is necessary. And capital needlessly tied up will 
obviously cut into the earnings on the owners’ investment. 
The turnover of merchandise inventory: This turnover / 
is calculated by dividing the average annual inventory 
into the year’s net sales at cost (net sales minus gross profit). 
The sales-at-cost figure is used because the inventory is 
usually on a cost basis, and therefore, in order that sales 
and inventory may be strictly comparable, the gross profit 
included in net sales should be eliminated. The quotient 
obtained from the above calculation will give the number 
of times the inventory was turned during the year. This 
figure may be compared with what is considered normal or 
typical for that line of business. Frequently it will not be 
possible to obtain the average annual inventory, in which 
case the inventory as shown on the statement in hand will 
have to be used. In that event, seasonal influences must 
be kept in mind. Often the relationship between inventory 
on hand at statement date and sales at cost is stated in 
terms of how many months the inventory will run the con- 
cern on the basis of the last year’s volume, as follows: the 
sales at cost for the preceding year is reduced to a monthly 
basis, and the monthly figure obtained is divided into the 
inventory. The quotient represents the number of months 
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the inventory on hand will last the concern if its future sales 
are at the same rate as the average monthly sales for the 
preceding year. A company, for example, which should turn 
its merchandise four times a year should not, theoretically, 
have more than three months’ sales at cost on its books. 
Here again, however, as in the case of receivables, the banker 
must give due weight to the seasonal character of the 
business. The statement may have been rendered at a 
time when inventory is very heavy in anticipation of a sea- 
sonal demand. Usually, however, this will not be the case, 
for most concerns will render statements at those times 
of the year when inventories, receivables, and borrowed 
money are all at or near the lowest points, in order to appear 
in as liquid a condition as possible. 

As in the case of the turnover of receivables, the turnover 
of inventory should be as rapid as possible. The borrower 
should keep as little capital tied up in merchandise as is 
consistent with maintaining the requisite selection of goods 
for the trade; or, stated in another way, a concern should 
maintain as large a volume of sales as possible in proportion 
to the capital invested in inventory. The smaller the in- 
vestment in inventory in proportion to sales the more the 
concern saves as interest on capital required to carry the 
inventory, and the less the danger from shopworn and 
obsolete goods. It may be of interest to consider a concrete 
example of the importance of a rapid turnover of inventory. 
Assume the following facts: 


AMA LBAales och thie os a Reb eos sink $500,000 
(Cortias Prot! Geis cased tabi eeae & 20 per cent 
ASOS Ol SOLOS. amuses remmrcae $400,000 
Average inventory............... $350,000 
Anmialturmoveriue. kvuwsiaew anes 1.15 times 


Suppose that, through judicious buying and an enterprising 
sales policy, the same volume of business is maintained but _ 
the inventory is turned twice during the year. This would 
mean that the business was transacted with a smaller annual 
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average investment in merchandise. In fact, it would mean 
that the business had an average investment of only $200,- 
000, or $150,000 less than the inventory formerly carried. 
If this sum could be applied in reducing indebtedness, 
the saving in interest at, say, seven per cent would amount 
to $10,500, which would be available to the owners as 
additional earnings. The same result, approximately, would 
be accomplished by building up volume instead of reducing 
the average investment in inventory. Inasmuch as expenses 
would, in all probability, not increase proportionately to the 
increase in volume, larger net profits would result for the 
owners of the business. It is therefore clear that an increase 
in the turnover of the merchandise inventory can be meas- 
ured in additional profits for the owners of the business. 

The turnover of net worth: It is apparent from what has just 
been said that the smaller the amount of capital which the 
owners have invested in a profitable business in proportion 
to the volume of business done, the greater will be the per- 
centage of profits realized. On this account, as previously 
pointed out, there is an inducement for the owners to expand 
the operations of the business as much as possible and to 
borrow heavily. 

Miscellaneous considerations in the internal analysis: 
Cash should be ample to care for the inevitable cash outlays 
that every business has to meet. Moreover, a comfortable 
cash balance is a form of insurance against emergencies. 
Most banks insist that a cash balance of about twenty per 
cent of the bank borrowings be maintained on deposit. 
As a general proposition, the cash on hand and in banks 
should amount to from fifteen to twenty per cent of the total 
current liabilities. 

The business should not have an unnecessary amount 
of capital invested in fixed assets — particularly, if those 
assets are not used in the normal conduct of its busi- 
ness. The writer has in mind an automobile dealer who is 
heavily indebted to current creditors, while carrying on his 
statement four business lots — at present unproductive of 
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revenue — at a value equal to one third of the total cur- 
rent liabilities. If those lots could be disposed of and the 
proceeds used to pay off a corresponding amount of liabili- 
ties, his profits would be increased and his credit improved. 

The financial statement should provide space for indicating 
the concern’s contingent liabilities and the amount of assets 
pledged to secure creditors. Very often contingent liabili- 
ties become real Kabilities, and not infrequently the most 
desirable assets may be pledged or mortgaged to some 
particular creditor — both of which circumstances would 
have a very material bearing upon the desirability of the 
risk.? 


2. The Internal Analysis — The Profit and Loss 
Account 


A profit and loss account should accompany the balance 
sheet: The profit and loss account is hardly less important 
than the balance sheet to a proper understanding of the 
financial condition of a borrower. The balance sheet is 
merely a cross section of the financial condition of a business 
as of a given date. The profit and loss account, however, is a 
summarized history of the operations of the business dur- 
ing the period closed by the balance sheet. This account 
shows the source of the income of the business and the cause 
and nature of its expenditures, and indicates whether opera- 
tions are being conducted at a profit. This is information 
which the banker ought to have. Nevertheless, it is only 
in the exceptional case that the Texas banker receives a 
profit and loss account. This may be due to the fact that 
some bankers are not fully appreciative of its value, or it — 
may be due to a feeling on the part of the borrower that the 
information revealed by the account is of too intimate 
and private a nature to be intrusted to the banker. How- 
ever, since the borrower is obtaining the use of funds which 


« In this connection it should be stated that outstanding commitments 
for merchandise should be fully revealed — especially in periods of falling 
prices. 
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belong to other people and of which, in a sense, the banker 
is only trustee, it is no more than may reasonably be asked 
that he take the banker into his confidence in order that 
he may be thoroughly satisfied that the funds have been 
safely loaned. Moreover, a banker should be something 
more than a money lender. He should be an adviser to the 
borrower. He cannot advise intelligently, however, unless 
he knows every pertinent fact concerning the condition 
of the borrower’s business. : 

Net profit: The profit and loss account summarizes the 
items of income and expenditure and reveals the net 
profit earned during the operating period and available to 
the owners of the business, either in the form of with- 
drawals or dividends or as an addition to the net worth. 
The primary purpose for which a business is founded is 
profit making. The profit and loss account indicates to 
what extent the purpose is being accomplished. The net 
profit realized in any given period depends, in the case 
of the merchandising establishment, primarily upon the 
gross profit, the volume of sales, and the expense of doing 
business. 

Gross profit: This profit is the difference between the 
amount received from the sale of goods and the cost of the 
goods. The management of a concern should show in the 
profit and loss account how the amount of gross profit is 
arrived at by listing the amount of inventory at the begin- 
ning of the operating period, adding the cost of goods pur- 
chased during the period, and subtracting from the sum the 
amount of the present inventory, taken at cost or market 
whichever is the lower. The result will be the cost of goods 
sold. By subtracting this figure from the net sales, one 
obtains the amount of gross profit. It is clear that the 
amount of net profit ultimately realized from the opera- 
tions of the period will be directly affected by any alteration 
in the spread between the cost of goods sold and the actual 
sales — that is, between the cost price of the goods and the 
price received for them. The management of the business 
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should therefore buy as cheaply as possible and sell at as 
high a price as possible. 

The percentage of gross profit to selling price or cost price 
of goods may differ widely as between two lines of business. 
In the retail furniture trade, for example, the gross profit 
is very high, amounting to as much as fifty per cent or 
more of sales, but in the wholesale grocery trade it is low, 
running perhaps not more than ten per cent of sales on an 
average. The reason for such a wide difference is to be found 
in the fact that the furniture trade must employ compara- 
tively highly paid help, must maintain expensive and large 
establishments in the high rent sections of the city, and has 
only a relatively slow turnover of inventory and receivables 
in proportion to its necessary expenses. Moreover, the mer- 
chandise is of a semi-luxury character and subject to some 
risk from style changes. All of these factors compel the fur- 
niture dealer to charge a price for his merchandise far in ex- 
cess of cost price. Conditions practically contrary to those 
just mentioned prevail in the wholesale grocery trade, with 
the result that the spread between cost price and sale price 
of merchandise is comparatively narrow. 

The volume of sales: If a concern can increase its volume of 
business without a greater proportionate increase of ex- 
penses, or reduction of gross profit, it will earn more for its 
owners. And, as a general rule, volume can be increased 
without a disproportionate, or even commensurate, increase 
in expenses — at least, up toa certain point. For this reason, 
the management of a business will ordinarily put forth its 
greatest effort toward increasing volume. There is a dan- 
ger of spreading out too much if, as is so often the case, 
the expansion is financed mainly by calling upon creditors 
instead of the owners for the additional capital required. 
In the discussion of the turnover of receivables and inven- 
tory, it was pointed out that a business gains through a more 
rapid turnover, because a smaller amount of capital is re- 
quired in proportion to the business done. One way to 
increase the turnover of receivables and inventory is to 
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increase the volume of business done relative to the invest- 
ment in them. 

Ratio of expense to sales: Constant pressure should be 
exerted to keep expense as low as possible in proportion to 
sales. In some lines of business, the management has little 
or no control over either the purchase price of the goods 
handled or manufactured or the selling price. This condi- 
tion is characteristic of lines of business which deal in goods 
having a wide and strongly competitive market. The 
cotton seed oil mill, for example, has individually very little 
to say about what it will pay for cotton seed, and it has very 
little more to say about what it will receive for its oil, cake, 
meal, and hulls. The market for all those products is 
determined by the free play of competitive forces which are 
practically nation wide in their extent. But one factor 
vitally affecting the net profit to be earned by the mill is, 
in large measure, subject to the control of the management, 
and the quality of the management is often tested by the 
control which it actually exercises over that factor. That 
factor is the expense of doing business — principally, the 
cost of labor, management, and borrowed money. 

Merchandising policy: The profit and loss account, if 
complete, will show the merchandise purchases made during 
the year. By comparing them with the cost of goods sold, 
the banker may form an opinion as to the merchandising 
policies of the business. Ordinarily a concern should not 
purchase during the year more goods than it sells in the 
same period. If purchases outrun sales, the management 
lays itself open to the charge of speculating in inventory, 
and the average business has risks enough confronting it in 
the regular conduct of its affairs without entering the field 
of speculation. We shall find when we take up the discussion 
of the wholesale hat trade that one concern in that line 
was bankrupted by ill-advised purchases of merchandise.* 
During the year 1920, over $800,000 of merchandise was 
bought but only about $500,000 was sold. At the end of the 


t See Appendix V, page 287. 
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year, therefore, the company had an excessive inventory 
on hand, mainly bought at the high prices prevailing through 
the greater part of the year. Prices fell sharply in the latter 
part of 1920 and in 1921, with the result that enormous 
losses were sustained on the inventory. Since the heavy 
purchases of merchandise were financed principally with 
borrowed money, the fall in prices rendered it impossible 
for the business to satisfy its creditors and a failure was 
inevitable. The company was no doubt to some extent 
the victim of circumstances, but its management should 
have been far-sighted enough to see the possible conse- 
quences of expanding too rapidly on borrowed capital. 
The chief responsibility, however, in the writer’s opinion, 
rests upon the bankers who financed the concern. They 
should have been conversant enough with general business 
conditions to prevent the company from overreaching 
itself. If they had been a little less free in extending credit, 
the company would have found it impossible to buy so 
heavily in 1920. Possibly they may be excused for not fore- 
seeing the coming depression, but they cannot be excused 
for allowing the company to borrow sums entirely out of 
proportion to what it was entitled to on the basis of its own 
net worth. We shall find, in the consideration of this 
case, that the bankers and the trade creditors of the com- 
pany, in their attempt to serve it, unwittingly did it irrepa- 
rable injury. 

By considering the merchandise purchases in connection 
with the outstanding accounts payable and in the light of 
the terms of purchase, a check may be obtained on whether 
discounts are taken and whether, even though discounts 
may not be taken, the company pays its bills when due. 
For example, if the terms accorded the company are two 
per cent ten days, net sixty days, accounts payable should 
not exceed sixty days’ purchases (or one sixth of the annual 

purchases figure), even though the discount is not taken; 
and they should not exceed approximately ten days’ pur- 
chases, or one thirty-sixth of the annual purchases figure, if 
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the discount is taken. Allowance must be made, however, 
for any unusual purchases that may have been made shortly 
before the statement was rendered. 

Analysis of surplus: Frequently a concern may have some 
extraordinary income or expenditure not properly applicable 
to a particular year’s operations — such as recoveries on 
charged off assets, profits from sale of assets, depreciation of 
inventories or receivables. But these transactions affect the 
net worth and they should be detailed. This is accomplished 
by adding to the surplus at the beginning of the period the 
net earnings (after all deductions) and all extraordinary 
income, then by deducting from the total all extraordinary 
expenditures. The result is the surplus to be carried for- 
ward. 


3. The Comparative Analysis 

The balance sheet: A fairly good picture of the present 
condition of a business may be obtained from the analysis 
of a single statement, but in order to get an understanding 
of the progress or lack of progress made (which is at least 
as important as a knowledge of the concern’s present 
condition), several statements of the business must be set 
up side by side and analyzed comparatively. If the net 
worth shows a steady increase, the presumption is that 
operations have been profitable. The presumption could 
be checked by referring to the appropriate profit and loss 
accounts, if available. By noting the changes which 
have taken place in the various items on the balance 
sheets, both with respect to themselves over the periods 
covered and with respect to each other, the banker can learn 
a great deal about the management’s policies and the direc- 
tion in which they are leading the business. If receivables 
are increasing much faster than inventory, it is likely that 
collections are not being pushed. This could be verified by 
checking against the ratio of receivables to sales. The same 
thing would be indicated by a substantial increase in 
notes receivable, relative to accounts receivable, if the 
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business is one that does not ordinarily sell on a note basis. 
The statements may show that net worth is on the increase, 
and on the other hand that the current ratio is falling and 
that the proportion of debt to worth is increasing — thus 
indicating that, while the business is operating at a profit, 
it is relying to an increasing extent upon creditors. The 
turnover of inventory for the several periods covered would 
also be a good index of the progress the business was mak- 
ing. And so on — the comparative analysis tells the banker 
whether the business is ironing out the past difficulties and 
maladjustments in its affairs, or is getting into a more and 
more unfavorable situation. 

By setting up the statements at the beginning and at the 
end of a period and noting the increases and decreases in 
the various items, the banker can get a very good idea of 
just what has taken place in the concern’s affairs. He should 
keep in mind the fact that every increase in an asset is 
accounted for either by a decrease in one or more other 
assets, or by an increase in liabilities, or by an increase in 
reserves or net worth — or, finally, by all three together. 
Similarly, a decrease in an asset is offset by an increase in 
other assets or a decrease in liabilities, reserves or net worth. 
An increase in a liability means a decrease in some other 
liabilities, reserves, or net worth, or an increase in assets — 
and so on. Suppose, for example, that quick assets show a 
decrease which is not offset by a corresponding decrease in 
current liabilities. One, or more, or all of the following 
changes might account for it: 


1. Reduction of slow debt; no effect on net worth. 

2. Increase of slow assets; no effect on net worth. 

3. Withdrawals or dividends; net worth (or reserves) 
decreased. 

4. Operating loss; net worth decreased. 

5. Depreciation of certain quick assets; net worth (or re- 
serves) decreased. 


Let us now consider the comparative statements appear- 
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ing on this page. The comparison shows quite clearly 
that the concern has been expanding its investment in 
fixed and slow assets at the expense of its working capital. 
It would appear from the increases in leasehold improve- 
ments and furniture and fixtures that the company has 
increased the size of its place of business. Without profit 
and loss figures we are unable to judge whether the in- 
crease is justified by an increase in business. It should be 
noted that a very substantial amount of money has been 
spent in building or acquiring a warehouse. The total in- 
crease in fixed and slow assets amounts to $215,661, which 
apparently was obtained as follows: $117,001 from a de- 
crease in quick assets, $24,841 from an increase in current 
liabilities, $50,000 from an increase in capital stock, and 
$23,819 from earnings. It is unsound policy for a business 
to use the proceeds of current borrowings for investment 


12-31-22 12-31-23 INCREASE | DECREASE 
Pasiaeten dec cices sae $ 65,422 | $ 60,001 Be lak er 1 
Accounts receivable... 237,770 218,811 18,959 
Notes receivable...... 33,268 3S AAG 2 65, EOL. len eevee 
Merchandise......... 498,974 401,172 97,802 

Quick assets ....... $835,434 | $718,433 ».++ | $117,001 
Leasehold improve- 

PRCTIES TC ore oh oe ee ee $135,439 | $187,952 | $ 52,513 | $......% 
Due from officers..... 12,359 53,343 AO; OBAils os Saas 
Furniture and fixtures. 58,346 72,872 £45 5263) See es 
New warehouse....... fo) 107,038" | 107,039) |\0 use cies 

Slow assets......... $206,144 | $421,805 | $215,661 | $....... 

MotaliassetsJu< .cs3s $1,041,578 | $1,140,238 | $98,660 | $....... 


Notes payable—banks| $330,000 | $360,000 Siste 
Accounts payable..... 94,345 SO;AASi le tease 4,897 
Accrued items........ 12,499 SCY A een rte 262 

Current liabilities...| $436,844 | $461,685 | $24,841 | $....... 
Wapitalistock, a... s+ $500,000 | $550,000 | $50,000 | ....... 
SSeripaLUG eerie <tvacw Seles. 104,734 128,553 B2SiO jeracsnaee 


Total liabilities... .. $1,041,578 | $1,140,238 $98,660 Boe ans 
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in fixed assets, as this concern has done. It is also unsound 
to draw down quick assets, or working capital, for that 
purpose, unless the business has more working capital than 
it needs. Such does not seem to have been the case with 
this business, for in 1922 the current ratio was less than the 
customary two for one, and in 1923, as a result of trans- 
ferring quick assets to fixed and slow assets and increasing 
current liabilities, the current ratio has been still further 
reduced. Inquiry should be made as to why, in the light 
of the other circumstances, an increase of over $40,000 
occurred in the amount due from officers. The increase in 
capital stock of $50,000 may have been bought by the 
officers and the $40,000 increase in the amount due from 
them may represent notes given for the stock. To sum up: 
the banker should require that the working capital be 
restored by calling in the amount due from officers, mort- 
gaging the warehouse and, possibly, increasing the capital 
stock — the proceeds from these operations to be used 
either in additions to quick assets or in reducing the current 
liabilities. In short, the comparative analysis shows that 
this concern has been violating some of the basic principles 
of good business practice. The 1923 statement alone would 
not have brought any of the above facts to light. 

The profit and loss account: A comparison of profit and 
loss accounts covering several operating periods will show 
whether or not the earning power of the concern is increasing. 
It will likewise facilitate tracing the cause of any increase 
or decrease in earnings or net profit — such as a widening 
of gross profit, a reduction of expense, or an increased 
volume of business. The comparison will throw light upon 
managerial policies and indicate whether they are sound. 


CHAPTER IT 


AN OUTLINE OF THE PRINCIPLES OF FINANCIAL- 
STATEMENT ANALYSIS (concluded) 


A. THE FARMER’S STATEMENT 2 


Usual assets and liabilities: The typical statement will 
usually show a small amount of cash on hand or in bank, 
some receivables (perhaps a considerable amount if the 
farmer is financing a number of tenants), work animals, 
a few cattle and hogs, farm tools and equipment, and Jand. 
The principal liabilities will be notes due to banks and 
mortgages on the land. Aside from the small amount of 
cash and the receivables, and possibly the live stock, there 
are no assets that could really be called ‘quick’; and it 
should be remembered that in comparison with land, the 
other assets are usually of small moment. On the other 
hand, there will be very definite current liabilities, such as 
debts due to banks and accounts due stores. In some in- 
stances, the current debts will be offset to some extent by 
the purchases of live stock, farm tools, and machinery listed 
among the assets; but ordinarily the current debts will be 
represented by nothing appearing among the assets since 
the proceeds thereof will most probably have been used for 
crop making purposes—ji.e., for meeting the expenses 
and costs incident to planting, cultivating, and harvesting 
the crops. Owing to the uncertain and hazardous character 
of the farmer’s business, no definite value for credit pur- 
poses could be given these expenses and costs. Therefore, 
it is very exceptional to find a farmer’s statement showing 
an excess of quick assets over current liabilities, such as is 
usually found in the statement of a commercial or industrial 
establishment. 

t For further discussion of the basis of extending credit to the farmer 
see infra, Chapter III. 
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Land: The most important asset on the farmer’s state- 
ment will generally be his land, and it is this asset which 
forms the principal basis of his credit. But, in many cases, 
even the land, though it be very valuable, cannot be taken 
as the real basis of credit, owing to the homestead law of 
Texas. This law permits a married man to hold free of 
practically all debts, except purchase money obligations, 
200 acres of land regardless of value, and in addition makes 
it impossible for him, even though he be joined by his wife, 
to mortgage it to secure his ordinary creditors. Whatever 
may be the other side of the question as to the merits of the 
law, it practically destroys the only basis of credit which 
thousands of men have in this state. It works an especial 
hardship upon the farmer who owns 200 acres or less of the 
more valuable land of the state. The farmer of Ellis County 
or of Collin County, for example, owning 200 acres of fine 
black land, might very conservatively show a net worth of 
over $30,000 (assuming that no purchase money mortgages 
were outstanding against the land), and yet he would have 
no basis of credit, except, indeed, his character. The risk 
would be a moral one, purely. This unfortunate condi- 
tion arises from the fact that if the farmer and his wife 
should not feel morally bound to deed over or sell the home- 
stead, and in this manner discharge a debt which they could 
not otherwise pay, there would be no way under the law 
whereby the creditor could attach the land. In the western 
part of the state, and in other sections where land is not so 
valuable as in the rich black land belt, farmers may own 
very extensive acreage, and a subtraction from their total 
landholdings on account of the homestead law does not so 
seriously affect their net worth attachable for debts. 

There are a number of very important questions with 
regard to the land which appropriate schedules on the 
farmer’s statement should answer. What is the value of the 
land, and what is the basis of the valuation? The valua- 
tion placed upon it in the statement can usually be checked 
by the banker, whenever necessary, by reference to sched- 
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ules of land values which the more important land loan 
companies maintain. The location of the land has a great 
deal to do with its value. As a general rule, the rich black 
lands of central and ‘northern Texas, the heart of the 
cotton-growing region, are the most valuable in the state. 
Then in whose name is the title to the land? Not infre- 
quently a farmer will show on his statement large and 
valuable tracts of land which are carried in his wife’s name. 
This land, for credit purposes, should not be considered 
an asset of the farmer at all. 

Since the land occupies so important a place in deter- 
mining the farmer’s right to credit, the banker is naturally 
very much interested in the amount of indebtedness out- 
standing against it, and the rank of the various mortgages 
and deeds of trust as to lien. A farmer may not be a very 
desirable credit risk, if his net worth is composed principally 
of equities in land which is subject to heavy encumbrances. 
The rate of interest paid on the land debt should be stated, 
since the annual outlay for interest is in many cases a very 
heavy burden. The maturity of the debt is important, for 
if it is very near and there is some doubt as to the ability of 
the farmer to pay or renew it,’ the banker may well hesitate 
before becoming involved with the applicant. On the other 
hand, if the maturities are well into the future, they do not 
constitute a present menace, and the banker may feel more 
at ease in financing the farmer’s current crop operations, 
even though he may appear to be involved — and this, 
because the banker will have an opportunity to retrieve his 
advances from several crops before the farmer’s attention 
has to be given to the land debt. 

Land cultivated — crops, acreage: Since the banker is 
presumably advancing money for financing the current 
crop operations, he should know how much land the farmer 
will cultivate and the acreage which he will allot to each 
crop. The banker is especially interested in the amount of 


t And this may be difficult if the loan was obtained on the land at a 
time when land values were inflated, as they were during the war-years. 
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acreage allotted to the so-called money crops, the most 
important of which is cotton, for the state as a whole. 
The money crops are those which the farmer will sell, 
rather than retain for use on the farm. Corn and oats and 
other feed stuffs are, in the main, not money crops, since 
they are used by the farmers for feed. The banker will 
gauge his advances in accordance with what he thinks the 
cultivated land, and particularly that part of it planted to 
money crops, will yield. Often, as a result of crop failures or 
the unwise extension of credit to the farmer for purposes 
other than the making of crops, a bank line will be built up 
which it will require several good crops to liquidate. Not 
infrequently, the line will be pyramided through successive 
years to such a point that it can be liquidated only by 
the farmer’s selling out or, when possible, by his obtaining 
loans on the land, using the proceeds to retire the current 
borrowings. 

Live stock: The average farmer may have no more than a 
few head of draft animals, a cow or two, a few hogs, and 
some chickens. Others, however, may do a. little stock 
farming in addition to their regular operations and may 
have live stock that is marketable and worthy of serving 
as a basis of credit. The farmer of this class should show 
on his statement the age and kind of stock — whether 
steers, cows, calves, horses, mules, etc. — and should list 
it in such a way that the value per head of each class of stock 
can be estimated. The banker can check this value roughly 
by comparing it with current live stock prices in the markets. 
The statement should also reveal whether any of the live 
stock has been pledged to secure other creditors. As a 
general rule, all creditors of the farmer —i.e., all current 
creditors — should stand on an equal footing as regards 
security. If the statement shows that the farmer’s land 
is heavily encumbered or that it is practically all exempt 
from execution or that otherwise the farmer is really not 
entitled to credit on an unsecured basis, the banker should 
give serious consideration to demanding that the live stock 
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be pledged to secure the loan which is sought. If the banker 
obtains the live stock as security, he will preclude the pos- 
sibility of some other creditor’s getting a prior lien against 
tC. ' 
Receivables: This item on the statement may amount to 
a considerable sum if the farmer is a large landowner and 
does most of his farming through tenants whom he finances. 
The receivables may also include vendor lien notes pur- 
chased or taken for land that has been sold. It is very 
difficult to place a value upon the receivables for credit 
purposes. If they represent tenant notes, they are a spec- 
ulative asset, inasmuch as they will generally depend upon 
future crops for their collectibility; and if they are vendor 
lien notes, usually insufficient information is furnished con- 
cerning the security back of them to enable the banker to 
reach a definite conclusion as to their value. The banker 
should, of course, obtain from the farmer as much infor- 
mation as possible concerning the character of the receiv- 
ables and the security which may be behind them. 4 

Miscellaneous considerations: From what has been said, 
it will be readily understood that the banker looks sharply to 
the ratio of indebtedness to net worth on the farmer’s 
statement. This ratio cannot safely go as high, without 
adversely affecting the credit risk, as in the case of the in- 
dustrial or commercial concern, for the reason that very 
little of the farmer’s assets can be classed as ‘quick’ or 
readily marketable, and for the further reason that the 
farmer’s business is of a very hazardous nature. 

Since the usual source of liquidating the farmer’s current 
liabilities is his crop, the banker should know whether it has 
been pledged to secure other creditors, and if it has not been 
pledged, he should give consideration to obtaining a mort- 
gage on it himself. This may be particularly necessary in 
instances where there is any question as to moral risk, 
in order to make sure that the crop will not be pledged to 
secure some other creditor. 

It often happens that a farmer will have considerable 
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outstanding contingent liabilities incurred through indors- 
ing the notes of tenants and friends. In a business as un- 
certain as farming, these liabilities may easily become actual 
liabilities. The banker should inform himself thoroughly 
with regard to them. 

It is often helpful to keep the statements of the farmer, 
which are rendered from time to time, set up on comparative 
forms for the purpose of noting any important changes that 
may occur in the items on the statements and to note the 
increase or decrease in net worth. In some statements which 
have come to his attention, the writer has noticed very 
marked increases in net worth within the space of a single 
year, and these increases have been so marked at times 
as to throw doubt upon the probability of their having arisen 
from profitable farming operations. In some cases, the 
writer has traced the increase in worth to an arbitrary 
write-up of land values. And where the increase in worth 
was really due to the farmer’s profits from his crops, the 
comparison would generally show that the profits were in- 
vested in other land or in other non-liquid assets, with the 
result that the farmer was in little better condition than 
before to finance his crops without outside assistance. 


B. Live Stock Man’s STATEMENT 

Principal assets and liabilities: These will be very similar 
to those appearing on the farmer’s statement, except that the 
item of live stock will assume a much more important place, 
and farm land will be supplanted by ranch land, of which the 
acreage will be large but the value per acre small. Among 
the liabilities there may appear debts to cattle loan com- 
panies or to banks — generally secured by chattel mort- 
gages on the live stock. Unless the live stock man is en- 
gaged extensively in farming and therefore uses a large 
part of his current borrowings for crop operations, the 
total of his current liabilities should be less than the total 
of his quick assets—the latter being made up of his 
marketable live stock, current receivables and cash. In 
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other words, in contrast with the farmer, the live stock 
man is more of a merchant who carries merchandise (live 
stock) for sale. This statement might have to be modified 
to the extent that the live stock man’s holdings are made 
up of breeding cattle or sheep or goats which are kept for the 
production of wool and mohair, but the live stock, even in 
those instances, is marketable and may, therefore, be con- 
sidered a quick asset. Thus, as in the case of a commercial 
or industrial concern, if the statement of the live stock man 
shows an excess of current debts over quick assets, the 
conclusion is that his operations have been conducted at a 
loss or that he has been borrowing for investment in fixed 
and non-current assets. There is no sound reason why the 
live stock man should owe more money on current account 
than he has marketable live stock among his assets. 

The live stock: The statement should schedule the live 
stock as to kind, age, etc., in order that the banker may 
know how much of it is readily marketable and how much 
of the more desirable classes the borrower has. The schedule 
is also necessary in order to check against current market 
quotations the values placed upon the live stock by the 
borrower. The schedule is also an aid to the banker in 
budgeting the probable future income of the live stock man, 
and consequently his ability to repay the advances made 
him within a given period of time. The ages and kinds 
of cattle owned by the borrower will indicate when the 
cattle will be available for market and allow the banker 
to estimate what they will probably bring when sold. If 
sheep and goats are owned, the schedule enables the banker 
to estimate the probable wool and mohair clips, the lamb 
crop and the probable revenue to be obtained from such 
of the sheep and goats as may be available for slaughter- 
ing purposes. 

In the case of the cattleman, a considerable amount of 
live stock may consist of registered or graded cattle. The 
valuation of such live stock for credit purposes constitutes 
a serious problem for the banker, for there is.no gauge of 
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what an animal will bring in one transaction from what a 
similar animal brought in another transaction. There is no 
ready market for this class of stock, each sale being an 
individual transaction. Registered or graded stuff, there- 
fore, is of the nature of a slow asset and the advances made 
against it by the banker must be made with a larger margin 
than in the case of ordinary beef animals, the market for 
which is ready and active. 

A question of prime importance to the banker is whether 
any of the live stock have been pledged to other creditors, 
and if so, full details as to number, age, and kind should be 
furnished. It may be necessary in those cases where the 
borrower has no other important basis of credit than his 
live stock that the banker insist that a count and estimate 
of value of the stock be made by a party independent of 
the borrower. 

The land: About the same considerations apply with 
reference to the live stock man’s land as apply with re- 
ference to the farmer’s land. Of course, for every $100 in- 
vested in land, the live stock man will have more acres than 
the farmer on account of the great difference in value 
between farm land and ranch land. For this reason the 
homestead law does not have as material a bearing upon 
the credit standing of the live stock man as upon that of the 
farmer. : 

Contingent liabilities: Often the live stock man’s con- 
tingent liabilities are very heavy, and since his business is 
little less hazardous than the farmer’s, full information 
regarding such liabilities should be furnished. 


PART TWO. 


= ‘THE FARMING AND LIVE STOCK INDUSTRIES 


f es ae 


CHAPTER III 
THE TEXAS FARMER 


Scope of discussion: It is hardly too much to say that the 
prosperity of the whole state of Texas is very largely de- 
pendent upon the prosperity of the farmer. The really basic 
industries of the state are four in number: farming, the 
raising of live stock, lumbering, and the production of 
petroleum. Of these four, farming is by far the most im- 
portant, and we shall therefore devote considerable atten- 
tion to it in this and the succeeding chapter. It is self- 
evident that every banker with interests in the state should 
have some understanding of its principal industry — and 
especially, if he is extending credit to the Texas country 
bank on the basis of farmer notes pledged as collateral. 

We shall first take up for consideration the two most 
important money crops of the state, wheat and cotton. 
There are other crops which, particularly with regard to 
local sections of the state, might be called money crops and 
which may even be of far greater importance than either 
cotton or wheat; but we are concerned with the state as a 
whole, or at least with large geographical divisions of it. 
There is a very large area of the state in which cotton is 
almost the only cash crop. There is another area in which 
both cotton and wheat are cash crops, with cotton the more 
important of the two. There is still another area in which 
wheat is the principal cash crop. 

The banker is mainly interested in cash crops as distin- 
guished from other crops because it is out of the proceeds 
from the sale of the cash crops that the advances he has 
made are going to be paid. While corn is a highly important 
crop in this state, Texas ranking among the leading states 
as regards total production, yet very little of it is sold for 
cash. It is raised to be used as feed on the farm where it is 
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grown, and not for market. The banker, of course, is very 
deeply interested in the non-cash crops which the farmer is 
‘raising — particularly feed crops (such as corn and oats) 
and vegetables — for the greater the proportion of his living 
and feed requirements which the farmer can meet on his 
own farm, the less dependent he will be upon his banker 
and the better risk he will be. He will then have to call 
upon his banker to furnish only the credit necessary to 
enable him to produce his commercial crops — i.e., he will 
need only productive or commercial credit, the only kind of 
credit, in theory at least, which the commercial banker 
should be asked to provide. 

After completing the discussion of the money crops, 
we shall proceed to consider some of the more serious eco- 
nomic problems confronting the cotton farming industry 
of the state. We shall confine ourselves to the cotton 
farming industry because of its outstanding importance in 
the economic life of the state. We shall discuss, among other 
things, the hazards surrounding the business, the one crop 
system and its results, the farmer’s lack of working capital, 
the use and abuse of credit, and farm tenantry. 


eee A. THE Money Crops — WHEAT * 

Area: The map on the following page shows that the 
boundary of the wheat growing area of the state has, 
roughly, the shape of a parabola, one branch extending 
southwestward from Fannin County, and the other south- 
eastward from Sherman County in the extreme northern 
part of the ‘panhandle’ of the state. The two branches 
converge at about the center of the state. The counties 
with largest acreage and heaviest production are in the 
shaded section of the map. They are found principally in 
the ‘panhandle’ and in north central Texas. 

The crop year — time of planting and harvesting: Texas 
raises winter wheat primarily, and the grain will usually 


* See very fine article by Stuart McGregor in the Dallas Morning News 
of February 17, 1924. . 
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grade as ‘hard.’ The seed is sown in the late fall or early 
winter, about one and a quarter to one and three quarters 
bushels being planted to the acre. Texas ranks about 
seventeenth or eighteenth among the wheat-producing 
states of the country, and her normal crop of sixteen or 
seventeen million bushels is harvested for the most part 
in June. Marketing is at the peak in July and is generally 
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completed by the end of August. Texas produces only from 
70 to 75 per cent of the wheat consumed by her population. 
The periods of planting and harvesting coincide with the 
periods when the wheat farmer would increase and de- 
crease his indebtedness at the country bank, and when 
the country bank would build up and liquidate its line with 
the city correspondent. The wheat farmer would need 
accommodation from his bank mainly in the fall of the 
year when he is breaking and seeding his land and again, 
temporarily, at the harvest season to purchase sacks, 
binder twine, etc., and to pay for labor, repairs, and ma- 
chinery. Of course, some farmers will borrow all through 
the growing season for the purpose of defraying their living 
expenses. These men are usually entirely destitute of 
cash working capital of their own. 

Production and farm value of Texas wheat crops: For the 
last five years the production of wheat in Texas has been as 
follows: 


BUSHELS ACREAGE 
TOQT artesian 20-6 50;000% eres eerie were 2,081,000 
TO22 ia cinetats G§;992,000... 52% « e+. + 1,294,000 
LO23 ieee as 167370 OOO cree fers oi. Stee 1,559,000 
LOQArieres tana te 25:2 52; 000i ams eee ois er eete 1,365,000 
TOS SM te ware O;552'000;neee ae ee sveve 2 510,000" 


*U.S. Department of Agriculture figures. 


The yield of wheat per acre in Texas, together with the farm 
price per bushel on the first day of July, August, and 
September (the period when practically all of the Texas 
crop is marketed), is given below. A weighted average of 
the farm price on the days in question has been struck 
and multiplied by the yield per acre in order to arrive at 
the approximate gross return per acre which the Texas 
farmer received. The July and August prices were given 
twice the weight of the September price, because most of 
the Texas wheat is marketed in July and August. 

If, as often happens in this state, the farmer depends upon 
the banker to finance the raising of the crop from its plant- 
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Gross 
RETURN 
(per acre) 


YEAR 


1909-14 

(average) 7 88.7 $12.02 
TODS aoe 5 95.0 15.92 
TOLG2. . 2 I E322 11.69 
IOUF cc Wak 9 209.7 26.58 
FOU aces 5 205.6 20.42 
EQIG com 2 205.7 B5e77 
EQ205..3.< a 218.7 30.95 
RO2 Tie. ces 8 101.2 10.70 
FO22 fs-<.+ 5 ae 88.1 7.80 
T2937 Sure 4.2 88.7 9.40 
TQ2A oe) 8 114.2 20.70* 


“4 sg 2 Laas eae) 605 and 624 of the U.S.D.A. Yearbook, 1923, 
ing to its harvesting — including the living expenses of the 
farmer and family during the interval — the importance 
of the gross income of the farmer to the banker is evident. 
Since the banker may have to shoulder the gross expense 
of making the crop, he is interested in the gross income as 
the source from which he is going to recover the advances 
made. Owing to the very great risks in the farming busi- 
ness, risks from climatic and price changes and from varia- 
tions in the quality of land planted and in the ability of 
the farmers working it, it sometimes happens that gross 
income per acre is not sufficient to care for gross expense 
per acre. In that case, whether the banker will have to carry 
the farmer over will depend upon the extent to which the 
farmer was able to finance his own operations before calling 
upon the banker. If the latter had to furnish nearly all the 
working capital, he would have to carry over into the follow- 
ing year a part, possibly a large part, of the line which had 
been advanced. 

Of course, sound banking would call for a careful study 
of the gross income figures for a period of years in the case 
of each farmer seeking financial assistance from the bank, 
and would restrict advances to an amount not exceeding 
the figure somewhere between the smallest gross income 
and the average gross income. This would represent the 
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maximum advance to be made a farmer with no cash 
working capital of his own. But a still better measure of 
the maximum accommodation for which the farmer might 
justifiably call upon the bank is found in what it costs him 
to raise a crop, with particular reference to cash costs. 
The farmer should not ask for greater accommodation 
than is necessary to satisfy his cash needs in raising the 
crop. 

Cost of production: Unfortunately few farmers keep records 
of what the production of their crops costs them. And yet 
in other lines of business accurate accounts of expenditures 
are regarded as essential. If farm cost records sufficiently 
simple could be devised and if the value of keeping them 
could be driven home to the farmer, a great step forward 
would have been taken toward improving his economic 
position. He would have a means, not only of gauging the 
relative adaptability of his land for the crop or crops in 
question, in comparison with other crops, but also of meas- 
uring the efficiency of his methods of cultivation. 

From time to time the writer has seen estimates of the 
cost of laying by and harvesting wheat given by farmers 
in connection with other information called for on finan- 
cial statement forms. Some of these estimates have been 
accumulated and are set out in Appendix I. Owing to 
inadequate information as to how the farmers reached the 
estimates, they are of little value. 

It is only within the past few years that the United States 
Department of Agriculture has been compiling crop cost of 
production figures. These figures appear for the most part 
only as averages of the individual farmer records obtained 
by the Department. Owing to the fact that cost figures 
can vary so widely as between any two farms or any two 
farmers, it is obvious that no average cost figure can be 
safely accepted as a guide to what the cost in any particular 
case is going to be. Nevertheless, the figures on cost of 
wheat production which follow will add to our knowledge 
of the subject and as a part of our general background will 
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Cost ofr WHEAT PRODUCTION 
Average for 1919 crop in McPherson County, Kansas * 


Wield pemacren< ae cs. ivietaa cea 
Operating cost per acre: 
Preparation and seeding: 
Manilabon canst sens sist re 


Harvest and marketing: 
Moan labors 2 S4: biosch piss. 


(HIRES CT oe tae eae 
Total above costs (76 per cent of 
all operating costs)........... 
Other operating costs...... Reeser 


Potalcper acre Cast: ye.4 sini boc 
Operating cost per bushel........ 
Rental value of land per acre.... 
Cost per acre including rental ... 
Cost per bushel including rental . 


*U.S.D.A. Yearbook for 1921, p. 120 and p. 813. 


{ AVERAGES FOR 1920 WHEAT CROP 


ITEMS McPuHerson | GarFIELD | WoopwarD 


CouNTY CouNTY County 
KANSAS OKLAHOMA OKLAHOMA 


WICIGEDER ACKE Saiasinse.s oe gs el eesns 
Operating costs per acre: 
Preparation and seeding: 


IMT ME oe) AGE cee ees 3.8 hr 
Horselauors ess ee ese 14.4 hr 
Harvesting and marketing: 
Wiasiila DOr .c eaeiet eaten An2.hr. 
Hlorseslaborwsacce.wosete es oes tire 
CCC a oesra si oiaies cyomieie aa elaine 0.9 bu. 
PLoyita Cocotte civ 'e) olorsise miaeieaiaps alate one 
PR Pesti piste sea vice icici ti store rsiote $2 .03 
Rental value of land........... $3.23 
Cost per acre, including rental .. $22.16 


Cost per bushel, including rental. 


book, loc. cit., and U.S.D.A. Bulletin 943, which is especially complete. 
este pas wey much lower than in McPherson and Garfield Counties, 
and although other factors of cost compare favorably, Woodward County, owing to low 
yield of grain, had higher per-bushel cost than those two counties. 
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help us to a better understanding of the wheat farmer’s 
position. No studies have been made in Texas. Since 1918, 
however, a number of studies have been made on farms 
in Kansas, Missouri, Nebraska, Oklahoma, and other winter 
wheat states, and since it is probable that experience in 
Texas was not radically different from that of the states 
mentioned, cost figures for those states are given herein. 
Where dollar figures are given, the year or years to which 
they refer should be kept in mind, for changes in the 
price level are constantly occurring; therefore, unless those 
changes are given due consideration, the dollar figures will 
lose all significance. Where possible, data are provided in 
terms of physical units — such as hours of man and horse 
labor, and quantity of materials Hsed. Such data are not 
affected by price changes. 

The foregoing table shows the form in which the wheat 
farmer could very easily keep data covering his own opera- 
tions. By charging the going rates for his own labor, that 
of members of his family, and that of his teams, he can tell 
whether his operations are profitable. He will also be able 
to find out at just what points his expenses are heaviest, 
and, by studying them, he may discover ways of reducing 
them — thus increasing his margin of profit. By keeping 
comparative records on various crops, he may learn that 
over a period of time he can farm more profitably by devot- 
ing his land to other uses than wheat raising. 

It will be found that the cost of production on a per- 
acre basis does not vary so widely, either as between farms 
or as between various years on the same farm, as does the 
cost on a per-bushel basis. The hours of horse and man 
labor and the other physical elements of cost in connection 
with raising the crop may be relatively uniform, but many 
factors may enter into the situation to cause wide variations 
in the yield of grain obtained. It is therefore clear that 
greatly different costs per bushel may accompany fairly 
even costs per acre. It is the per-bushel cost which deter- 
mines whether a profit is to be made on each bushel of 


7, ate)? | ae ee eee ee ee 


— Se 


THE TEXAS FARMER 49 


wheat sold. Therefore, the farmer should strive to increase 
his yield per acre. 

In 1922, 421 reports covering farms in Oklahoma, Ne- 
braska, Kansas, Missouri, and Texas indicated that the 
average cost per acre was $15.87 and per bushel $1.13. 
Land rent ? amounted to $4.47 per acre or $0.32 per bushel. 
The farm value of the wheat was, on the average, $13.33 
per acre, or $0.95 per bushel. There was a loss, therefore, 
when all the factors of cost are taken into consideration, of 
over $2.50 per acre, or $0.18 per bushel. This did not repre- 
sent an actual cash loss, since a large part of the total cost 
of production did not involve a cash outlay. It does mean, 
however, that the income received by the farmers from 
their wheat was not sufficient to pay all cash expenses of 
production and allow them current wages for their time and 
the cash rental value of their land.3 

In 1923, 745 reports from the South-Central part of the 
country (which would include Texas) indicated the total 
cost of producing wheat to be $18.35 per acre or $1.41 per 
bushel. The average farm value of the wheat was $13.32 
per acre or $1.04 per bushel. Thus, as in 1922, the wheat 
brought less than it actually cost. Land rent amounted to 
$4.50 out of the total cost of $18.35.4 

Marketing the wheat: Very little wheat is held by the 
farmer after it is threshed. He usually hauls it at once to the 
nearest local market where it will be bought by a local buyer 
or elevator man. If there is no local elevator in the town, 
the local buyer will simply load the wheat into cars until he 
has accumulated carload lots. Then he will ship the grain 
to some mill, wholesaler, or to one of the larger markets, 
Fort Worth, Houston, or Galveston. If the wheat is bought 
by a local elevator, it may be held for a time and sold toa 
mill, wholesaler or other purchaser. The local elevators are 


1U.S.D.A. Bulletin 943. 

2 Represents actual cash rental value or the interest return on the 
land at the prevailing rate for first mortgages. 

3 See 1923, Yearbook, p. 648. 

4 See Crops and Markets, vol. 1, Supp. 6, p. 176. 
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usually locally owned, although there are a few ‘chains’ 
of elevators, each ‘chain’ being owned by one interest. 
The farmer is paid in cash on delivery — usually by check 
on one of the local banks. The bill of exchange of the type 
commonly used in the local buying of cotton (which will 
presently be discussed) is not widely used in the purchase 
of grain from the farmer. In some instances, however, 
mills have local buyers or their own buyers who go into the 
surrounding territory to buy grain. They draw sight drafts 
on the mills covering the grain bought. Instead of paying 
the drafts on presentation, the mills may ‘accept’ them 
and the banks carry them as debits to so-called bill of 
exchange accounts and give the mills credit for them. As 
will be more fully explained later in connection with the 
handling of cotton, these accepted sight drafts are merely 
the equivalent of demand, single name paper, and unless 
a bank is actually secured by the commodity financed 
(as very often it is not), heavy losses may result. 

The local buyer and elevator receive cash payment for 
grain, when they in turn sell it to the mill or wholesaler; 
although, in some cases, the demand bill of exchange is 
used, as explained in the previous paragraph. , 


B. THE Money Crops — Cotton 

Area: The map on page 51 shows the location of the 
principal cotton-producing area of the state. Cotton is by 
far the most important agricultural product of Texas and 
is more extensively cultivated than any other crop. It is 
preéminently the cash crop of the state. The area of 
heaviest production, and the area where cotton has been 
most successfully grown, is roughly contained between 
parallel lines running from north to south — the western 
line or boundary extending south from Wichita County 
and the eastern extending south from Lamar County. 
Much cotton is raised east of this area, and, of recent years, 
an increasing amount has been produced in the region to 
the west of it — particularly in the ‘plains’ country and 


THE TEXAS FARMER 51 


northward into the panhandle. For some time many of 
the western ranches have been undergoing a breaking-up 
process, the farmer displacing the cattleman; and this trans- 
formation constitutes an important chapter in the economic 
history of the state. But the area within the boundaries 
above described is the primary cotton section of the state, 
and it is largely made so by the fact that it contains the 
famous ‘black land’ belt. (See map.) 


COTTON-PRODUCING AREA OF 
TEXAS 


Heavy black line bounds famous 
black land belt 
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Season of planting and harvesting: In the southern part 
of the state, planting begins as early as March 1. By April 
I, planting is usually begun as far north as the central part 
of the state, and by April 15, most of the cotton area has 
been planted, except those cotton raising counties located 
in the plains and panhandle sections to the west and north 
of the principal cotton area, where the season is some- 
what later. In those years when spring rains are unusually 
heavy, it is often necessary to replant one or more times. 
Replanting may occur as late as the end of May. It is 
desirable to complete planting operations as soon as possible 
after the danger from spring frosts is past, in order that the 
cotton may have a better chance to mature before the boll 
weevil can work serious damage. 

Cotton picking commences as early as July Ist in the 
southern part of the state, but usually does not begin until 
August 15th to 20th in the central area. By September Ist 
to 10th, however, picking is ordinarily in full swing all over 
the state. In this day of the boll weevil and the conse- 
quent necessity of planting cotton as early as possible, 
the picking is generally completed by the end of the year. 
September, October, and November are the months of 
greatest harvest, although in years with a wet fall season, 
picking may continue over until January of the following 
year. 

The spring planting season marks the beginning of the 
borrowing operations of a very large number of Texas 
farmers. It also, in many cases, is the season when coun- 
try banks begin to call upon their city correspondents for 
assistance. But inasmuch as it is the practice in this state 
for the farmer to sell his cotton very shortly after he gathers 
and gins it, his indebtedness to the country bank and the 
latter’s indebtedness to the city correspondent are reduced 
or entirely liquidated in the fall of the year — principally 
in October and November. Thus the planting and harvest- 
ing seasons coincide with the borrowing and debt-liquidating 
periods of the farmer and his local bank. 
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In Georgia, where there are many warehouses located so 
as to be readily accessible to the farmer, there is a greater 
practice of holding cotton by the grower than in this state, 
where warehouse facilities available to the farmer are very 
meager. The growth of the codéperative marketing move- 
ment is tending in some measure to spread out the normal 
marketing season over a longer period of the year. But by 
and large, the farmers sell their cotton during the months 
of September, October, November, and December, as is seen 
from the fact that from 1913 to 1923, on an average, 68 
per cent of the crop was marketed by farmers in those 
months.t The statement is often made that marketing so 
heavy a proportion of the crop in so few months depresses 
prices to the ultimate loss of the farmer. This is one of the 
arguments frequently made in behalf of the codperative 
movement. A study of cotton prices will show that the 
above statement is really not supported by the facts. The 
reader is referred to the detailed table of prices of spot 
middling cotton at New Orleans in the United States 
Department of Agriculture Yearbook for 1923, on page 
809. During the fourteen years from 1900-01 through 
1913-14, the farmer would have gained on an average less 
than six tenths of a cent a pound or 5% per cent by market- 
ing his cotton from January to July instead of from Sep- 
tember through December as it was gathered. Interest, 
storage and insurance charges which would have been 
incurred in holding the cotton would probably have more 
than consumed the gain. The supply of cotton from a par- 
ticular crop is usually so well forecast by and known to 
the market and the market is so broad that the factors of 
demand and supply generally have free interplay in deter- 
mining the price at all times. Therefore, barring unforeseen 
and usually unforeseeable circumstances, the price paid the 
farmer during the months of harvest is fairly in line with 
what he could expect to get if he kept out of the market until 
the later months, provided all the additional cost factors in 


t Yearbook, 1923, p. 805. 
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the way of interest, storage, and insurance are taken into 
consideration. 

There are other reasons why many farmers either can- 
not or should not try to hold their cotton. In the first 
place, such a holding operation would ordinarily be an 
outright gamble for them — especially since they would be 
acting individually. The average farmer has not the train- 
ing or the equipment to study the market and understand 
the various factors which influence its fluctuations. More- 
over, many, if not most, farmers are indebted to banks and 
other creditors at harvest time, with the result that a hold- 
ing movement would, in effect, have to be carried out on 
borrowed money. Unless a man is peculiarly fitted to en- 
gage in speculative operations, it is unwise for him to under- 
take them on borrowed money. Then, too, in the absence 
of adequate storage facilities in the country towns of the 
state, there is no way of properly and safely securing the 
creditor with the cotton which is being withheld from 
market. And it is not unlikely that the creditor, whether 
country banker or merchant, has, in turn, his own creditor 
back in the city who is pushing him for payment of his 
debts, and this makes it necessary for him to collect as 
soon as possible from his farmer client and customer. 
Finally, it often happens that the borrower holding the 
cotton fails to sell before the market takes a downward 
turn, and the creditor will find it difficult to induce him to 
sell on a declining market. To force him to do so may cost 
the borrower’s goodwill and future patronage. 

Production of cotton: Texas produces about one third of 
the total cotton crop of this country. Acreage, produc- 
tion, yield per acre and price per pound on the farm are 
given on the following page. 

Cotton authorities estimate that over one half the staple 
produced in Texas and Oklahoma is exported. Foreign 
spinners have a high regard for the Texas and Oklahoma 
product owing to its superior adaptability to their needs 
and uses. It is at once clear, therefore, how deeply interested 
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the Texas farmer and, consequently, the Texas business 
man are in the economic and financial welfare of Europe. 

Reference is invited to the map on page 51 for details 
as to those counties of the state which produced 20,000 
bales or more of cotton in the crop-year 1924-25. The 
counties are indicated by an ‘x.’ It will be seen that, as 
previously stated, the counties of high production are found 
in the north-south section running through the central part 
of the state. 

The banker is, of course, deeply concerned in the amount 
of his farmer customer’s production of cotton, since it is 
from the sale of the cotton that the farmer will liquidate his 
debt to the bank. Only too frequently the farmer will have 
borrowed practically the full cost of producing his crop, 
including the living expenses of his family during the process. 
In many cases, the proceeds of the sale of the cotton will 
represent the entire gross income of the farmer. For this 
reason the following figures on the gross income per acre 


YIELD 
PER ACRE 


Cotton PRODUCTION 


Farm PRICE 
PER POUND 


1909-13 

(average)..... 
1914-20 

(average)..... 


*In units of 1000. The bales are the equivalent of 500 pounds of lint. No linters are 
included. 

See Statistical Abstract for 1923, p. 189, and Yearbook, 1923, pp. 799, 806. Also see 
Yearbook, 1924, p. 755, and Texas Almanac, 1926, pp. 137-38. 
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of cotton harvested should be of interest. The income 
may naturally vary widely from season to season and from 
farm to farm, depending upon weather conditions, farming 
methods, market conditions, etc.; but the following figures 
are given as asort of average maximum upward.limit which 
a cotton loan might have with any assurance that it could 
be liquidated out of the proceeds of a particular crop. In 
practice, it would not be safe for loans even to approximate 
this limit. 


Gross INCOME FIGUREs * 


WEIGHTED 
AVERAGE 
FARM 
PRICE PER 
Pounpt 


APPROX. 
Gross 
INCOME 
(SEED) 


Est. ToTAL 
Gross 
INCOME 


1909-13 
(average) 
1914-20 

(average) 


er ee 


es: aera bee 


* Based on figures obtained from Statistical Abstract, op. cit., and from Yearbook, 1923, 
pp. 799, 806, and 813, and Yearbook, 1924, p. 765 

+ This is the yield of lint cotton. Seed cotton will usually run in weight about three 
times the weight of lint. 

} More weight is given to pees prevailing during the principal marketing months 
than to prices in other mon 


1. Cost of Production 

Elements of cost: While gross income per acre is important 
as measuring the theoretical maximum limit of a loan if 
it is to be liquidated from the proceeds of the current crop, 
the conservative banker will gauge the loan to his farmer. 
customer by the actual need of that customer rather than 
by his theoretically possible liquidating ability as measured 
by gross income per acre. The banker is concerned with’ 
what it is going to cost the farmer to make his crop and with 
keeping that cost, even in very unfavorable years, below 
what the crop will bring when marketed. From the social 
and economic point of view, the cost of producing cotton in- 
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cludes several factors which involve no direct outlay of cash 
on the part of the farmer — such, for example, as the labor 
of the farmer and his family and interest on his capital, as- 
suming his capital to be free of debt. The banker, however, 
is primarily interested in the direct cash cost of producing 
the crop, and in the long run, he will probably not lose if he 
advances no more than the actual cash cost of production, 
because he has the other factors of cost which have been 
mentioned as a margin. This subject will be dealt with more 
fully in subsequent paragraphs. 

Cotton is a relatively costly crop to produce owing to the 
large amount of man and animal labor required to cultivate 
it and man labor to harvest it. The picking of cotton is 
done entirely by hand. The following table covering a 
survey of 114 farms in Ellis County, Texas, made in 1914 
under the auspices of the United States Department of 
Agriculture will be of interest. Ellis County is an important 
producer of each of the crops listed in the table. It is one 
of the leading cotton producing counties of the state. _ 


PRODUCTIVE WorK UNITS PER ACRE! 


Man Days Horse Days 
Crop PER ACRE PER ACRE 
SO eri hh ane Seo NORE Oo 5.65 Bez, 
SOT ae epetnie 5] ota aes wieivic ie a ane os 1.99 2.27 
Datsi( Scart) s cassis sve < as1eoee < slee's .78 1.53 
Oathayiacunaian t te Wap atciaetatcia sree 1.04 1.85 
SOL Ma ee ete arate saya, sum ea on ee) 6 2.02 2.94 
WE AER ci ee teizadaralolgiseote) aittayst sia, += 3.49 4.96 
Wikeats cress ste steetiare ates aces oye 1727, 
Miscellaneous sia \< ca es slates so 1.09 1.23 
Average on all crops........... 4.77 3.19 


Cotton requires by far more man labor than any of the 
other crops and requires also more horse labor than any of 
the others except corn and alfalfa. Shortly after coming up, 
cotton must be ‘chopped’ or hoed which results in thinning 
out the plants. Later on in the season one or more additional 
hoeings will usually be necessary, especially if there are 


U.S.D.A. Bulletin 659, p. 50. 
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heavy spring rains. From four to eight cultivations with a 
plow or scraper are given the crop by the farmer during its 
growing period, the number depending largely upon the 
thoroughness and ability of the farmer. Each of these 
operations is costly in terms of man and horse labor. It is 
interesting to compare cotton with wheat in this connection, 
and reference should be made to the above table. Other 
than the cost of seed and planting, wheat entails little ex- 
pense until harvest time. 

Cost data: The writer has accumulated considerable 
data on the cost of producing cotton, some of these being 
the result of his own research. They are not, however, of 
_ such a nature or scope as to permit of generalization. More 
accurate information as to what it costs a farmer to produce 
his cotton would be of great value to him and to his credi- 
tors. It is unfortunate that the farmer is not taught and en- 
couraged to keep cost records. They would in many in- 
stances be a revelation to him and would, no doubt, give a 
great impetus to more efficient methods of cultivation than 
prevail at the present time. But there are so many variable 
factors entering into the cost of producing a crop, as be- 
tween farms and farmers — such as soil fertility, weather 
conditions, labor supply, farming methods and capacity of 
the individual farmer — that it would be extremely danger- 
ous to attempt any generalization from such data as are 
now available to the banker. 

A convenient form for keeping cost figures has been 
suggested by the Department of Agriculture for the use 
of individual farmers. The form is reproduced below to- 
gether with an example from Georgia. 

It will be observed that space is provided for noting down 
the actual physical units of labor and materials entering 
into the cost of cotton production. This is desirable since 
dollar values are not always stable and are sometimes 
difficult to estimate with reference to some of the important 
factors entering into the cost — such as the value of the 
labor of the farmer and his family. 
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Cost or Corton PropuctIon In MircHEett County, GEorGIA, 
Crop OF I919* 


rd 


ay 


Seed (30 Ib. to bushel)............ 


PREUMUAES Mic. awe ee heh tins ee 
Total above (84.4 per cent of total 

Operating cost T)-............ 49.48 
Total operating cost (100 percent). . 58.63 
Reredit for SECd se. is'e ccs. cases wees 12.00 
Net operating COSE per AcTe. ss2 25 46.63 
Net operating cost perIb.......... .29 
Rent of land or interest return..... 4.02 


Total net cost per acre, including 
TREP Bay, Saas ccs Biba seen 

Total net cost per pound, including 
“Rath Sak, SSSR cic AO eo Se 


*See U.S.D.A. Bulletin 877, p. 362. 
+ Operating costs represent an. =, except interest on land. The remaining 15.6 per 
cent of operating costs is made up of manure, taxes, insurance, ginning, and overhead. 


The table on page 60 is taken from a study of the cotton 
industry made by the Division of Research and Statistics 
of the Federal Reserve Board and is based on the official 
report of the World Cotton Conference prepared in 1921. 

The figures in the table on page 60 represent the cost of pro- 
ducing the 1913, and 1920 crops of cotton ona 100-acre North 
Texas farm cultivated by a tenant farmer operating on the 
‘third and fourth’ plan (which means that the tenant pays 
as rent to the landlord a fourth of all cotton raised and 
a third of other crops). The average yield of lint per acre 
was about 200 pounds, or the equivalent of approximately 
600 pounds of seed cotton. The cotton was no doubt 
mainly sold during the fall and winter of the respective years. 
If this was done, about 12.5 cents per pound was realized for 
the lint cotton in 1913 and about 16 cents in 1920.7 The 
seed brought about $22 per ton in 1913 and $28 per ton in 
1920.2 On this basis, the total production of lint sold for. 


t Yearbook, 1923, p. 806. 2 [bid., p. 813. 
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Cost or Cotton PRODUCTION ON A 100-AcRE NortH TEXAS Farm * 


1913 1920 

Labor: 
Two hands for six Momths.ne 45s ans eee. apie $240 $840 
Chopping cotton twicenc 26.030 sacs siaereew o's 150 350 
Pickin? AO: Dales. wie. + safeties We asso Peano aelasae 510 goo 
Hauling cotton to. gininery sis.< 5. 4 sii nie os «ses 48 06 
Totalichivon sia eee $948 $2,180 

Other: 
Interest on tenant’s capital at 10 percent f... 144 167 
Depreciation thereon at 1214 per cent........ 180 209 
Cottonseed (75: bushels) 2c... <a en ss «cee 150 300 
Ginning and baling 40 bales................. 120 320 

Stock feed: 

ARO Dushels Of CO aes ss nla wie ars s)arei apes a0 225 562 
365 bales Ofwa rasa ajrioie otis eocemcnpne ate 182 365 
SUDELVISION soc ce ce oh le ciel < ota ee ranting + sie eet 120 180 
Totalicost aa eenseiaces nies Seat $2,069 $4,289 


*See pages 4 and 5 of pamphlet issued by Federal Reserve Board and entitled 
Financing the Distribution and Production of Cotton, Government Printing Office, 1923. 
No item for fertilizer is shown in the table, because only a relatively small number of 
farms in Texas use it. 

+ See Appendix II for list of the tenant’s capital. The list will give some idea of whata 
cotton farmer needs in the way of equipment to cultivate a given acreage. 


$2500 and the seed for $440 in 1913 as compared with 
$3200 and $560 respectively in 1920. It would appear, 
therefore, that before deducting the one fourth share of 
both lint and seed to be paid the landlord as rent, the 
tenant made a profit over cost in 1913 of $871 and a loss 
in 1920 of $529. After deducting the landlord’s fourth, we 
find that the profit in 1913 is reduced to $136 and the loss 
in 1920 increased to $1469. This, of course, does not mean 
that in 1920 the tenant suffered a cash loss of $1469. To 
the extent that the labor was provided by himself and 
family, the loss could take the form of a reduced wage — 
i.e., a wage below what he and his family could have earned 
by hiring themselves out at the going rate. The reduced 
wage would be reflected in a lower standard of living. Then 
there are certain other items entering into the cost which 
represented no cash outlay during the years in question — 
for example, interest on the tenant’s capital (assuming it to 
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have been free of debt), and depreciation on his equipment.* 
The actual cash outlay during the year might have been 
held, possibly, to the minimum amount required to provide 
the bare living expenses of the family and such feed for 
the stock as was not raised on the farm, assuming the family 
to have been large enough to dispense with the necessity of 
employing outside labor. Actually, however, we know from 
the items of cost furnished that some labor was hired and 
that the cash outlay was in excess of the possible minimum 
just suggested. ¥ 

The landlord would pay, out of his fourth of the lint and 
seed, taxes on the land, interest on any existing land indebt- 
edness, and possibly a small amount for the proper upkeep 
of the farm and improvements. Whatever remained would 
represent the return on the landlord’s investment in the 
farm. 

The reader will find in Appendix III of this study a table 
of individual costs of ‘laying by’ and gathering cotton 
which were reported on 78 financial statements rendered 
by farmers in various parts of the state and which have 
come to the writer’s attention. Since no details are given 
as to just what items each farmer has included in the figures 
he reported, it is difficult to assign any definite value to them. 
It is practically certain, however, that the figures are made 
up almost entirely of actual cash costs and that those costs 
are mainly wages paid for hired labor. The farmers have 
apparently included nothing for their own labor or that of 
their families, or for interest on their capital investment, 
and it is very doubtful that they have included their cash 
outlay in the form of taxes and interest on borrowed money 
(including land indebtedness). In short, a comparison of 


t Depreciation of equipment is a very real expense, although it may 
represent no cash outlay in a given year. In fact, equipment is really 
an expense paid in advance but capitalized in order that it may be 
charged out over a period of time. Thus, while the farmer is out no cash 
in a given year on account of depreciation, he has actually already 
paid out the cash, and if he does not allow for it out of the current crop, 
he is certainly out of pocket a certain amount. 
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the figures reported in Appendix III with more detailed cost 
studies that have been systematically worked out justifies 
the opinion that the former are principally composed of 
cash labor costs. 

The figures are grouped by years, beginning with 1920 
and extending through 1923. Too few individual cases and 
too few counties are included to make the figures really 
representative. Moreover, it is clear that only farmers of 
the better class reported from the fact that the per-acre 
production given by them is considerably higher than the 
average for the state as a whole. 

Nevertheless, the figures for 1920 indicate an average cost 
of laying the crop by of $6.25 per acre, and an average cost 
of gathering it of $5. The average estimated yield per acre 
is 42/100 bales or 210 pounds of lint cotton. The correspond- 
ing figures for 1921 are $5.66 for laying the crop by, $6.05 
for gathering, with an average yield of 44/100 bales or 
220 pounds. For 1922 the figures are $3.70 for laying by, 
$4.70 for gathering, with an average yield of 41/100 bales 
or 205 pounds. Hale County, which enjoys the lower cul- 
tivating costs common to the west Texas counties, unduly 
depresses the average cost of laying the crop by in this 
year. For 1923 the average cost of laying the crop by 
amounted to $4.17, the average cost of gathering to $3.83, 
and the average yield per acre to 42/100 bales or 210 pounds. 

It may well be said at this point that, from the standpoint 
of advancing funds to the farmer, the banker is more con- 
cerned with the cost of laying the crop by than with the cost 
of gathering it, because this latter cost will ordinarily be 
defrayed as it is incurred out of the proceeds of the sale of 
cotton already gathered. Thus, with the possible exception 
of small advances at the beginning of the gathering season 
for the purchase of cotton sacks, the farmer should call upon 
the banker for no further funds after his crop is laid by. 

Since pre-war days, the depredations of insect pests, 
particularly the boll weevil, have tended to increase costs 
materially, both by reducing the yield of cotton per acre 
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and by making it necessary that additional time and labor 
be put forth on the crop in combating the pests. 

Importance of high yield per acre: The importance of a 
high yield of lint per acre in the profitable production of 
cotton is clear from certain other data which are available. 
In Ellis County a survey of 114 farms revealed an average 
net * cost of raising the 1914 crop of $20 or 8.3 cents per 
pound on the basis of an average yield of 241 pounds to the 
acre.? The crop was sold at a loss, since the prevailing price 
during the marketing season was only a little more than 
7 cents per pound. In 1918 asurvey covering over 8000 acres 
of cotton land in Ellis County revealed a net cost of pro- 
duction per acre of $36.23, which, on the basis of an average 
yield of 176 pounds per acre, meant a net cost per pound 
of 20% cents.3 The prevailing farm price during the market- 
ing season averaged better than 28 cents per pound, with the 
result that operations were, on the whole, profitable for the 
cotton farmer in 1918. 

The crop of 1919, however, was produced at a substantial 
loss in Ellis County, and the figures covering the operations 
of that year will show just how important it is that a large 
yield per acre be obtained if a profit is to be had. A survey 
of the 1919 crop was made by the United States Depart- 
ment of Agriculture and it covered eleven counties scattered 
over the whole cotton belt. Ellis County,-Texas, was one 
of the counties in the survey. The 1919 crop was practically 
a failure in the county, inasmuch as the yield of lint per 
acre was only 80 pounds. The net cost of production per 
acre was about $43 and the net cost per pound of lint was 
approximately 55 cents. The average prevailing farm 
price of cotton during the marketing season was about 
35.5 cents. A heavy loss was sustained. The interesting 
thing to note from these figures is brought out by com- 


x After deducting a credit for seed sold. 

2 The reader will find interesting detailed figures in U.S.D.A. Bulletin 
659, P- 53- reatte®. Sas 

3 For detailed figures and an interesting distribution of the expense 
see U.S.D.A. Bulletin 876, p. 16. 
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paring the cost of production per acre and the cost of 
production per pound, with reference to the several counties 
included in the Government survey. Ellis County had the 
lowest cost per acre, with one exception (Rusk County, 
Texas), but had the highest cost per pound, with one excep- 
tion (also Rusk County, Texas). On the other hand, Ander- 
son County, South Carolina, had the highest cost per acre 
of all the counties in the survey — namely, about $92 — and 
yet had almost the lowest cost per pound, 32 cents. The 
reason for the low cost per pound is to be found, of course, 
in the fact that the average yield per acre was 286 pounds 
as against 80 pounds for Ellis County.t The moral, which is 
clearly pointed out by the foregoing figures is, therefore, 
that the yield per acre should be high. This in turn means, 
for this state, that the farmer should not be so much con- 
cerned about planting as large a number of acres as possible 
in cotton, but rather that he should plant fewer acres and 
farm those fewer acres much more intensively than has been 
the prevailing custom up to the present time.? 

The country banker or other creditor of the farmer should, 
in the light of what has just been said, be very much 
concerned with his farming methods, with his ability to ob- 


1 See U.S.D.A. Bulletin 877, pp. 360 ff. 

2JIn 1924 and 1925 the Dallas (Texas) Morning News conducted a 
state-wide ‘More Cotton on Fewer Acres’ contest. The winner of the prize 
in 1924 produced over 5000 pounds of lint cotton on five acres of land, 
or more than 1000 pounds or two bales per acre. The season was un- 
favorable owing to scarcity of rainfall. The net cost of production per 
pound was 4 cents, and the cotton sold for 23 cents; thus the net profit 
per pound was 19 cents, or over $190 per acre. 

In the 1925 contest there were twenty-seven producers whose average 
production of lint per acre was nearly 1250 pounds. The average net 
cost of production per pound was-4.7 cents. Cotton sold for about 20 
cents per pound during the fall and winter. It is interesting to note 
from the returns of this contest that as the yield of lint per acre de- 
creased the cost of production per pound increased. The fluctuation in 
yield of lint per acre varied from an average of 1241 pounds for one 
group with an average cost per pound of 4.7 cents to an average of 133 
pounds for the lowest group with an average cost per pound of 21.4 cents. 

The average yield of lint cotton per acre for the state as a whole was 
141 pounds in 1924 and only 118 pounds in 1925. 
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tain a uniformly high yield of cotton per acre of land em- 
ployed and per unit of labor expended. This should be 
among the determining factors in passing upon the farmer’s 
application for credit. Still, even though the farmer be of 
exceptional ability and cultivate his land intensively, the 
vagaries of the weather, depredations of insect pests, un- 
favorable prices for his product, and other elements over 
which he can exercise little or no control may cut into his 
return to the point where, only through a sharp curtail- 
ment of costs in making the crop, can he operate at a profit. 
The farmer does have some control over what he shall ac- 
tually spend in making his crop, and the proper exercise of 
this control will often spell the difference between profit 
and loss. The following quotation from a circular letter to 
member banks written by Mr. Lynn P. Talley, Chairman 
of the Board of the Federal Reserve Bank of Dallas in 
March, 1924, will prove suggestive in this connection: 


Unlike the merchant or manufacturer, whose operating policies 
are predicated upon the inflexible rule that costs must always be held 
down to an irreducible minimum, the farmer usually relies upon 
the price received for the previous season’s crops as the basis for de- 
termining the amount of funds he may safely expend during the 
current growing season. For example, it will be recalled that much 
of the distress in which our farmers found themselves in the fall of 
1914, when the outbreak of the war forced the price of cotton below 
7 cents per pound, was largely due to the fact that at the time the 
crop was planted spot cotton was commanding 12 to 13 cents per 
pound, and the growers had adjusted their production outlay 
accordingly. On the other hand, in the spring of the following year, 
1915, the prevailing price was only 8 cents per pound, and although 
the 1915 crop was produced on an 8-cent price basis, the market 
advanced to 11 cents in the fall and yielded the producers an un- 
expected return. 

Then in 1920 the disastrous cotton history of 1914 repeated it- 
self, when a crop planted while the price was around the 4o0-cent 
level was sold on the average at the 15-cent level. 

These references to the past would, of course, serve no useful 
purpose now if it were true that production costs were no more 
subject to the producer’s control than is the price he receives for his 
product. But so long as the farmer is free to decide (1) the amount 


66 EXTENSION OF BANK CREDIT 


of acreage he can successfully cultivate; (2) whether his crops will 
be produced by himself or by hired labor; (3) whether he will raise 
his own living at home, or obtain it by purchase; and (4) whether 
he will adopt an economical or extravagant standard of living — 
he cannot escape the realization that his crop production costs are 
not only well within his power to control, but can actually be pre- 
determined and budgetized. 

Since he exercises, therefore, an almost complete control over 
‘costs,’ but can neither control nor foresee the ‘price’ he will receive, 
it necessarily follows that the cotton farmer’s problems are problems 
of cost and not of price. 


The cash cost: In dwelling at such length upon the subject 
of the farmer’s cost of producing cotton, we have learned 
that it is the cash cost or outlay that the creditor is primarily 
interested in, since it is this cost which he is likely to be 
called upon to advance. The cash cost may be, and usually 
is, very much less than the actual cost of production, be- 
cause a large part of the cost, as previously stated, will be 
represented by labor contributed by the farmer and his 
family, feed and food raised on the farm, depreciation of 
the farm equipment, and interest return upon the capital 
invested. If the farm and equipment are owned free of 
debt and if most of the food for the farmer and his family 
and feed for the live stock are raised on the farm, the cash 
costs of production of cotton, or any other principal crop, 
may be small, and yet the actual costs may be far in excess 
of the market value of the crop, the difference being found 
in the consumption of farm products (food and feed) which 
had a cash value, but which did not have to be bought, and 
the employment of capital (land and equipment) in the 
farming operations without receiving any return thereon. 
If the farmer did not raise his food and feed at home, as is 
probably true, in large measure, of the average farmer in 
this state, and on that account obtained credit either at the 
country bank or country store, he would, in a sense, have 
borrowed his income or wages in advance. By economizing 
in his requirements in this respect —i.e., by adopting a 
lower standard of living — his cash costs, although higher 
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than in the case above cited, would still be lower than actual 
costs. The difference in this instance would be found in his 
taking a lower wage than he could: have obtained by hiring 
himself out at the going rate. Of course, if the crop could be 
sold at a price above actual cost, he would not be the loser by 
having taken a lower wage than the going rate. He would 
simply have saved the difference. It is a fact, however, 
which can be substantiated by statistical evidence in those 
cases where crop cost surveys have been made, and which 
has been driven home to the writer by numerous instances 
of the inability of farmers to pay back to the bank the cash 
advances made them, that in many cases the cotton raised 
will not sell for enough to cover actual costs (and often 
for not enough to cover cash costs). In those cases, the 
difference between the actual and cash costs will be mainly 
reflected in a reduced wage to the farmer and his family for 
their labor and a consequent lower standard of living. 
Except in the case of crop failure or some other similar 
misfortune, the reason for the above condition can usually 
be found in the poor quality of the farmer, or in his igno- 
rance of proper farming methods, or in the interaction upon 
one another of the various factors which are more or less 
peculiar to our whole system of farm economy and which 
will be more fully discussed hereafter. 


2. Basis of Extending Credit by Bank to the 
Cotton Farmer 

Needs: Regardless of what the actual cost of producing the 
crop may be, the farmer would have no occasion to borrow, 
and the banker no occasion to lend, more than enough funds 
to care for the farmer’s cash costs. This would apply not. 
only to the cotton farmer but to any farmer. But in the 
case of the tenant especially, and less often in the case of the 
small landowner, the actual advances by the bank are usu- 
ally much less than would be required if the farmer and his 
family were to enjoy a really comfortable standard of living. 
The banker knows from experience what he may safely- 
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lend (based upon what the farmer will probably raise), 
and his advances must be governed accordingly, regard- 
less of the fact that the advances so made may not be 
sufficient to provide more than the bare necessities of life. 
The fault is not with the banker. It is ordinarily with the 
farmer, the farmer’s methods, and the general system of 
farming in this state. By farming in such a manner as to 
increase his yield per acre and per unit of labor expended, 
the farmer would make himself a better credit risk and 
entitled to greater credit accommodation. He would also 
place himself in a position of greater independence of 
creditors. The practice of crop diversification would de- 
crease his need of credit, because he would raise at home a 
large part of the food and feed which he now buys with bank 
or store credit. 

In passing upon any particular application for credit, the 
country banker would consider the size of the farmer’s 
family in order to get an idea of how much would have to be 
advanced for living expenses. Whether a garden was to be 
raised by the farmer and whether he had cows and hogs to 
supply the family with milk and meat would have a bearing 
upon this point. An estimate would be made of the amount 
of feed the farmer would have to buy for his stock and of 
what he would have to pay for hired labor for cultivating 
the crops. The reader is referred again to Appendix III for 
the estimates given by a number of farmers as to their cash 
outlay in laying the crop by. Some country bankers limit 
advances to a certain amount per acre of cotton, or other 
principal crop, cultivated — such as $5.00, in the case of 
cotton. From the figures in Appendix III it can be seen that | 
the estimates of expense in laying the cotton crop by varied 
from a maximum of $15 per acre to $2 per acre, with about 
$5 representing the common figure. 

A representative of the writer’s bank in a report of a visit 
he made to a very conservative and well-managed country 
bank in Hamilton County (central Texas) had the following 
to say: 
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Mr. D , the vice-president, states the reason why his bank is 
always in good shape is that the management knows what the bank’s 
customers absolutely have to have and will not let them have any 
more. He says all of the bank’s loans are made to men of good 
character, but even they must put up collateral. He has been here 
in this bank thirty-five years, and while he has peculiar ideas, he 
will always operate a good bank. He states that he does not own an 
automobile and does not have a telephone. He believes that they 
are both luxuries, and he does not think any one should own an 
automobile if he has to work. 

The principal reason the loans here are not large is that more 
diversifying is done by the farmers of the bank’s trade territory than — 
perhaps in any other section of the state. There is not a farmer 
in the territory that depends upon one crop. All of them have their 
living at home and always bring something to town to sell. 


It is not surprising to learn that this country banker has 
borrowed no money since 1907. He knows how to extend 
properly the credit which is really needed, and he has no 
doubt played an important part in educating his farmer 
customers to the advantages of crop diversification. 

The extent to which farmers actually borrow and the 
amount of advances ordinarily obtained from the bank 
were made the subject of inquiry by ex-Professor L. H. 
Haney, of the University of Texas, shortly before the World 
War. His survey covered thirty-five counties in the black 
land belt of Texas.. He estimated from the data obtained 
that only four per cent of Texas farm owners do not borrow 
from banks, and that the great majority of those who do 
borrow seek accommodation every year. Practically all 
tenant farmers borrow year after year. He found that the 
average current loan to farmers was about $300, and that 
forty-five per cent of the loans made did not exceed $100. 
He found also that the tenant farmer seldom borrowed more 
than $500, and that the usual loan of this class was less than 
$100 in amount. After making due allowance for the differ- 
ence in price level, the writer is able to state that Professor 
Haney’s figures check with his own experience." 


1 See article by Professor Haney in the March, 1914, issue of the 
American Economic Review. 
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It was brought out in the testimony before the Commis- 
sion on Industrial Relations at its meetings at Dallas in 1915 
that the average tenant farmer with a wife and five children 
could work 30 acres of cotton and 10 acres of corn, and that 
to care for his requirements in the way of feed and living 
expenses, a minimum cash advance of $375 would be needed 
over a period of a year.” 

Farmer’s ability to liquidate advances made: If a farmer’s 
needs should happen to be in excess of his probable ability 
to pay, the banker or other creditor would of course not 
advance sufficient to care for the needs. The ability to pay 
is the controlling factor in the extension of credit to the 
farmer. The banker will be familiar with the borrower’s 
past record as a payer. He will know what the borrower 
usually produces on his farm and what his present crop pro- 
spects are. The advance should be based upon the prospec- 
tive minimum crop returns in order to avoid carrying the 
borrower over into the next season with an unliquidated 
balance of bank indebtedness from the current season’s 
operations. The losses which the country bank accumu- 
lates are in large measure derived from such carry-over 
lines. 

Security: For his better protection, especially if the farmer 
is a tenant, the banker will commonly require that the 
farmer pledge security behind the loan. The collateral 
generally pledged will be work animals, cows, hogs and work 
tools and the crops to be raised. A lien on the crops is 
important, for liquidation, under ordinary circumstances, 
will come out of the crops, and the banker should assure 
himself that this source of liquidation is not pledged else- 
where. Recourse will usually be had to the other collateral 
only after the farmer has given up hope of paying out his 
indebtedness. This will probably have been the result of 
several successive unfavorable crop years, and the bank will 
stand to lose substantially in the heavy accumulated carry- 
over line, whether it forecloses on the chattels or not. Not 

t Senate Documents, vol. 27, p. 8966. 
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infrequently, therefore, the bank will simply take its loss 
and permit the farmer to retain his chattels in the hope that 
at some future time he will be able to work out a part, at 
least, of the charged off indebtedness. The point is, that 
the work stock, tools and other chattels are not looked upon 
as a primary source of liquidation of the debt, but are placed 
in the mortgage to keep the farmer from pledging them else- 
where and thus possibly overextending himself and also to 
give him a greater incentive to try to pay off his obligation. 
In the case of tenant farmers, it sometimes happens that a 
poor crop will so discourage them that they will simply 
pack up their few belongings and move to another part of 
the state and leave creditors to care for themselves as best 
they can. If their chattels had been mortgaged, however, 
they would have been under a greater inducement to see 
the thing through and try to work out from under their 
obligations. 

In lieu of, or possibly in addition to, chattel mortgage 
security, in the case of the tenant farmer, the banker may 
insist that the landlord endorse the paper. This is quite 
commonly the procedure in financing croppers, whose live 
stock and tools are not owned but are furnished by the land- 
lord. They have no basis of credit at the country bank or 
country store; therefore, the landlord will vouch for them, 
either orally or by actual endorsement. 

Occasionally, in the case of landowners, the bank will 
take a real estate mortgage to secure indebtedness which 
has been previously contracted and which has grown beyond 
the borrower’s power to liquidate it out of the proceeds of 
the current crop. The real estate pledged cannot be the 
mortgagor’s homestead.‘ Often the real estate pledged will 
have heavy prior liens outstanding against it. 

The financial statement: When the borrower is a landowner, 
the bank may require no security. It may lend him simply 


t Consists of not more than 200 acres of land with all improvements, 
or, if town property, a lot not exceeding $5000 in value with all improve- 
ments regardless of value. 
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on the basis of what the loan officer knows about his per- 
sonal affairs. Usually each borrowing customer is intimately 
known to the management of a country bank, and there are 
very few debts that he owes and very little property that 
he owns about which the management is not fairly well 
informed. It is advisable, of course, that the bank have 
its credit information in concrete form; consequently, the 
practice of requiring the farmers to file financial statements 
with the bank is growing. 

By referring back to Chapter II, the reader will find a 
discussion of the usual items to be found on the typical 
statement of a farmer. The item of real estate, ordinarily 
farm land, is more important than any other item and will 
make up the bulk of the borrower’s net worth. The banker 
will be able to check the reasonableness of the valuation 
placed upon the land by virtue of his familiarity with land 
values in his trade territory. He will also be in position to 
judge whether the encumbrance against it, if any, is too 
heavy. He will be familiar enough with the productive 
power of the land to know whether, under normal condi- 
tions, the farmer will be able to care for his fixed charges, 
living expenses, and meet his current obligations from year 
to year. The statement will show the live stock owned and 
whether there is sufficient feed on hand to care for it during 
the crop-making period. 

It is important, at all times, to bear in mind the fact that 
200 acres of land are exempt from execution for debt in 
Texas, and that a man may have a net worth of perhaps 
$40,000 — composed of a 200-acre black land farm free of 
encumbrance and worth $200 per acre — and still have no 
basis of credit except the fact that he is a good moral risk. 
Of course, if a man is substantial enough to have acquired 
a 200-acre farm and to have cleared it of indebtedness, the 
moral risk may be good enough to warrant such advances 
as the bank will be called upon to make to take care of the 
farmer’s current need of credit for crop raising purposes. 
In this connection, reference is invited to the following 
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statement of a farmer living in Kaufman County, Texas, 
a typical black land cotton farming county: 


FINANCIAL STATEMENT OF J. C. C. as or AuGuST 19, 1924 


CETL ARY Tete Seg Sn a Pow T5OrDne banks. tee cies snes $ 2,008 
Notes due me............ 2,000" “NET, WORTH sc.s\. so sis ecere e < 49,322 
Feed on hand............ 80 
EE CBCOCE Sse k cisigten site as 1,100 
Farm equipment......... 1,000 
Farm land (see schedule). . 40,000 
Growing cotton.......... 7,000 

IASSCLS onieck fans nat $51,330 Liabilities yy so $51,330 
semptions!¢s oa s<sk6 0s $40,000 (homestead) 
Se CItEMPCN EMI EIeS eerie Sars chad he saws hale Gc aes aiavs bteisaes NONE 
Pee MSUCalnCe aces oe Te tee sacs eee kes $10,000; payable to estate. 


Real Estate Schedule 


ACREAGE LOCATION IMPROVE’TS VALUATION EENCUMBRANCE TITLE IN— 
160 144 miles New 5-room . $40,000 _ {none My name 
north of house and ~ cs 
F barn 


Observe that the land is clear, but that it is valued at a 
very high figure, $250 per acre. At the present time (1924- 
25) there is very little land, even in the black land belt, that 
can be sold for $250 an acre. This farmer may have bought 
the land during the war years and paid that sum for it, but it 
is probable that the valuation at which he now carries it is 
excessive. He has borrowed over $2000 or $12.50 per acre 
from his bank on an unsecured basis. This is not excessive 
in proportion to the probable productivity of his land, but 
would seem to be somewhat larger than would be required 
for his strictly farming needs, even on the assumption that 
the full 160 acres are in cultivation. He may have used part 
of the advance for the purchase of live stock or farm tools. 
Attention is called to the item of $7000 representing the 
estimated value of the borrower’s growing cotton crop. Of 
course, this is merely an estimate, and should not be given a 
definite value and place among the assets. The crop may 
turn out to be worth much more or much less depending 
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upon weather and market conditions during the remainder 
of the growing and picking seasons. The statement is ren- 
dered, however, as of August 19th, which is just about on the 
eve of the picking season, and as of which time an estimate of 
the value of the crop could be made with greater precision 
than earlier in the growing season. Thecrop would be laid 
by as of the middle of August. 

The borrower carries $10,000 life insurance payable to 
his estate, which adds to the attractiveness of the risk. On 
the other hand, practically the entire net worth is made up 
of the 160-acre farm which would be exempt from execu- 
tion for debt. The final conclusion would be, therefore, 
that the borrower is entitled to the $2000 loan granted, on 
the assumption that the moral risk is satisfactory, as it 
probably is. The banker would have to take care, however, 
that his unsecured advances did not reach proportions which 
were beyond the ability of the borrower to liquidate them 
out of the proceeds of a normal crop. 

The statement below is also that of a black land farmer. 
Attention is first called to the large amount of indebted- 
ness which the borrower owes, and this, too, as of the end of 
the year when most of the cotton has already been gathered. 
Since none of the crop is shown on the statement as on 
hand, the presumption is that it has been sold, and that the 
$5000 of current debt still outstanding will simply be carried 
over into the next crop year. It will no doubt have to be 
increased also in order to finance the new crop. It is practi- 
cally certain that, even with a normal crop, the borrower 
will not be able to pay up his current indebtedness next 
year. He farms (with the aid of tenants) 278 acres of his 
310 acre farm. Of this amount, 195 acres are in cotton. 
Assuming a normal yield of one third of a bale to the acre, 
the farm will produce 65 bales of lint and 33 tons of seed. 
At 23 cents per pound (approximately the current price at 
this writing — April, 1925), the lint will bring $7475 and at 
$35 per ton, the seed will bring $1155, or a total gross income 
of $8630. If we may judge from the number of people living 
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FINANCIAL STATEMENT OF W. D. M. As oF DECEMBER I 5, 1924 


OOS ie ae a ae a a POOb Ny Due IsteNatlo cee. makes $ 2,000 
Feed GMVHANG cress eas sar P5750 VueStatenNat | Vas sciecs 3,000 
HIVE StOGkmak bait cae dee. 1,790 Farm mortgage......... 13,870 
(Saiann Eis k Saeren Sener Bene 32,200) NEE WORTH te, ccdlbicce S58 20,101 
Town property .......... 2,500 

$38,971 $38,971 
FEXCHIPHONS “ccc te ae ee oo 200 acres of my 310 acre farm. 


I am endorser on notes aggregating $1000. 

I carry life insurance in the amount of $13,000, of which $8000 is in 
favor of my wife, and the balance in favor of my estate. 

I have been farming in this community for 15 years. 


Real Estate Schedule 


ACREAGE LocaTION IMPROVE- VALUATION ENCUMBRANCE © TITLE IN— 
MENTS AMT. DUE 
310 4% mile 7 houses $31,000 $13,870 1927 Meand my 
west of and two mother. 
S— barns 
60 mile None 1,200 None Me. 
south of : 
co 


I acre In S— Small 
house. 2,500 None Me. 


Live Stock Schedule 


Horses MULES CATTLE Hocs SHEEP 
Number I 10 7 7 none 
Value $100 $1500 $155 $35 
Number of acres in farm ..... 310; number cultivated...... 278 
People living on farm........ 28; (actes in cotton Ji. ia 1935 


on the farm (twenty-eight) and the large investment in 
machinery and live stock, it is probable that most of the 
land is being farmed by ‘croppers’ who pay one half of the 
crop to the landlord as rent. If this is so, the gross income 
of the landlord might be as low as $4315, as against a 
carry-over current indebtedness of $5000. This calculation 
leaves out of consideration the additional credit which would 
have to be advanced to make the next crop, and interest, 
taxes, and other expenses which would have to be defrayed . 
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out of the gross income. It would therefore seem probable 
that a very substantial proportion of the $5000 indebtedness 
owing to banks on December 15, 1924, will be liquidated 
only at a very slow rate. 

The main farm is valued at $100 per acre, or $31,000, 
probably a reasonable valuation; but the encumbrance 
against it is substantial — namely, $13,870. Interest on 
this indebtedness at the prevailing rate of eight per cent will 
amount to over $1000 a year. 

In short, it is apparent that this farmer is in an over- 
extended condition. His total indebtedness is practically 
equal to his own net worth. The following points are 
therefore of prime importance to the banker: Owing to the 
homestead laws of Texas, this borrower would have very 
little that could be attached for debt in the event he should 
be petitioned into bankruptcy. Moreover, the schedule of 
real estate shows that title to the main farm does not rest 
solely in him, but that his mother also has an interest in 
it of an unstated amount. The borrower’s statement is 
therefore misleading in showing the full amount of the 
value of the farm as an asset to be classed with others 
which are really his. Finally, the statement indicates that 
the borrower has contingent liabilities as endorser in the 
amount of $1000. The bank should lend to him only on a 
fully secured basis. The statement does not reveal a con- 
dition which would entitle him to unsecured credit. 

The credit store: The foregoing paragraphs have dealt 
with the extension of credit by the country bank and the 
factors considered by the bank management in passing upon 
the credit risk. Both landowners and tenants, but particu- 
larly the latter, sometimes run accounts with the country 
merchant and obtain a large part of their supplies directly 
from him on credit. The accounts will be opened up in the 
spring of the year and will run until fall, when the crops 
are harvested, at which time they will be paid off out of 
the proceeds of the sale of the crops. Store credit is used to 
a greater extent by croppers than by any other class of 
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farmers, inasmuch as they have no basis of credit with the 
bank. The country merchant will finance them, however, 
because the large margin of profit in the goods sold enables 
him to bear the risk involved. Store credit is more widely 
used in east Texas than in other sections of the state. In 
west Texas it is seldom used. But throughout the state, 
bank credit has been supplanting store credit in recent 
years, and the stores have been adopting the practice of 
selling either for cash or on very short time. This shifting 
of the credit burden from the country store to the country 
bank has on some occasions worked a hardship on the bank, 
due principally to the fact that the consequent increase in 
the demand for bank credit has been accompanied by no 
commensurate increase in deposits or capital investment 
available especially to care for the new business. Where 
the bank was already carrying as much of the community’s 
credit burden as it conveniently could on the strength of its 
own resources, the shifting to its shoulders of the load for- 
merly carried by the country merchant -has necessitated 
borrowing and, in some cases, has resulted in the bank’s 
becoming overextended. This has been particularly true 
in certain sections of the state where several crop failures 
have occurred in recent years. 


3. Marketing the Cotton Crop 

The primary market: Having traced the method of financ- 
ing the farmer in his crop operations, we shall proceed with 
the next step — namely, how his crop is marketed. We shall 
confine our discussion to the cotton farmer, inasmuch as we 
have already discussed the method by which the wheat 
farmer markets his product. The farmer usually hauls his 
cotton, as soon as it is gathered, to the nearest country 
town where a market is maintained. Most of the cotton 
is harvested in the months of September, October, and 
November, and most of it is likewise marketed during those 
months. The whole credit system of the state rests on the 
proposition that debts shall be paid in the fall out of the 
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proceeds of the crops to be harvested at that time. More- 
over, there are few warehouses in this state which are 
accessible to the farmer. Unless he consigns his cotton to 
a merchant or factor, he will have no place to store it except 
on his farm, and will usually, in that event, simply leave it 
out in his yard exposed to the weather where, in consequence, 
it will suffer considerable damage. 

The farmer generally sells his cotton either to the sup- 
ply merchant who has, during the preceding crop-growing 
season, furnished him with the supplies required in making 
the crop, or toa local cotton buyer operating in the country 
town. In the former case, the merchant will no doubt have 
taken a lien on the crop during the growing season, and the 
cotton will be sold to him in satisfaction of the lien. After 
deducting the amount of the supplies advanced, the mer- 
chant will pay over to the farmer the remainder of the pro- 
ceeds of sale. A substantial amount of the cotton raised by 
tenants, particularly croppers, in east Texas finds its way 
to market through the channel of the country supply 
merchant. 

The local buyer may be either a permanent resident of 
the country town where the cotton is sold, or he may repre- 
sent one of the larger cotton firms of Dallas, Houston, or 
some other important cotton center. In the former case, 
he will operate for whatever profit he can make as repre- 
sented by the difference between what he pays the farmer 
for the cotton and what he sells it for. In the latter case, 
the buyer will act on orders from the head office. The office 
will telephone him each day as to the limits within which he 
must make his purchases, the limits being determined on 
the basis of the daily quotation for middling cotton of the 
nearest active future month on the New Orleans or New 
York cotton exchange. 

The country bank will usually be called upon to finance 
the local resident buyer and may, at times, assist in financ- 
ing the buyer for the city cotton merchant. In either event, 
the method used is the same, and is of sufficient importance 
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to warrant somewhat detailed treatment at this point. At 
the beginning of the season (from the middle of August to 
the first of September, depending upon the section of the 
state), the buyer will arrange with the bank for a line of 
credit, and will sign a loan contract or collateral agree- 
ment giving the bank certain rights, among which is the 
right to sell cotton held as collateral if the proper margin 
is not maintained. The margin will be agreed upon and 
made a part of the contract. Twenty per cent is the common 
margin requirement. If the buyer has some capital of his 
own, he will make a deposit in his bank at the beginning 
of the season, and pay for his initial purchases by checking 
on his account. After his balance is used up, he will deposit 
with the bank to serve as margin the tickets representing 
the cotton bought. Subsequent purchases may be paid for 
in any one of several ways, but the following two are com- 
monly employed: 


A. The buyer and farmer will agree upon the price to be paid for 
the latter’s cotton. The farmer will deliver the cotton to the local 
cotton yard where it will be weic~hed and weight tickets issued. 
These tickets are not receipts and do not carry title to the cotton. 
They are simply the equivalent of a statement signed by the 
weigher that he has weighed so many bales for Mr. So-and-So. 
The farmer will bring the tickets back to the buyer who will write 
upon them the amount of money to be paid the farmer and will sign 
them. The farmer will then take them to the local bank, which has 
agreed to finance the buyer, and the bank will cash them. Of course, 
the transaction up to this point has simply resulted in an overdraft 
in the account of the buyer. The bank may carry the buyer on 
‘open account,’ with no other evidence of the advances made than 
the signed tickets. The buyer may, however, at the close of the 
day’s business come into the bank and cover the overdraft by signing 
a demand note for the amount of the cotton purchased during the 
day, the tickets remaining as collateral to the note. Or the buyer 
may ‘accept’ the receipts or instruments which the bank had the 
farmers sign at the time they turned the tickets into the bank and 
received their money. These receipts are framed in such a manner 
as to appear to be acceptances drawn by the farmers on the buyer. 
After acceptance by the buyer, the bank regards them as bills of 
exchange and charges them to a so-called bill of exchange account. 
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B. Instead of waiting until the close of the day’s business before 
accepting the instruments signed by the farmers, the buyer may 
have a pad of them with him on the street and as he completes a 
transaction with a farmer, will hand him one filled out for the amount 
due him. The buyer will sign his name as acceptor and instruct the 
farmer to sign in the space provided for the drawer’s signature. The 
farmer will then take the acceptance over to the bank and obtain the 
amount called for on the face of the instrument. The akteptans 
will usually be worded somewhat as follows: 


No. , lexas, ,19 

Pay to ay to the order of The First National Bank of : 
Texas Dollars ($ ), 
account of bales cotton at , attached hereto, 
this day sold to , which cotton is held 
for account of The First National iBank of Texas, and 


subject to their order. Value received and charge same to account 
of 
To A. Buyer A. Farmer 


(Seller) 
Accepted , 19 
A. Buyer 


There are certain disadvantages to handling cotton in 
the primary markets on either of the above plans. In the 
first place, many country banks are lax in their margin re- 
quirements, especially if the buyer is connected with the 
bank, as is often the case. The result is that the buyer 
may be encouraged to hold his cotton instead of to ship it 
out rapidly, and the risk that the margin may be dissipated 
by market fluctuations is greatly increased. In the second 
place, the instrument usually evidencing the buyer’s obliga- 
tion to the bank (the so-called acceptance), although an 
acceptance in form, is not one in fact. The farmer signs the 
instrument in the place for the signature of the drawer in 
the case of an ordinary acceptance. But he does not dis- 
count it. He receives the full face amount called for by the 
paper. In fact, as previously stated, he looks upon the 
instrument as merely a receipt for the money handed over 
to him by the bank. He looks upon the transaction underly- 
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ing the instrument as simply a cash transaction, and not asa 
credit transaction in any sense. Of course, if he were a bona 
fide drawer, and if the bill were a time bill, he would be 
liable on the instrument until the buyer, who had accepted 
it, had made payment to the legal holder. But he sees no 
reason why he should assume any liability as the result of 
the sale of his cotton, because the transaction, from his point 
of view, calls for no extension of credit. If the buyer must 
have credit to carry on his operations, that is a matter for 
the buyer and his bank to settle. It is clear, therefore, from 
the manner in which the acceptance arises and from the 
customary manner in which the farmer looks upon the 
underlying transaction, that he does not occupy the posi- 
tion of a bona fide drawer on the instrument, and that, in 
fact, the bank really has only one name paper. Moreover, 
the acceptances are usually drawn payable on demand. A 
demand draft is supposed to be paid, rather than accepted, 
on presentation. Acceptance of such a draft would release 
the drawer in this state. Therefore, for this additional 
reason the farmer would not be liable on the demand ac- 
ceptances which he had signed. 

A strict interpretation of Section 5200 of the Revised 
Statutes of the United States, with regard to the limita- 
tion on loans to one customer of a national bank, would re- 
sult in classifying as excess loans many lines granted to 
cotton buyers. The above acceptances are clearly not bona 
fide bills of exchange and thus would not be excepted from 
the limitations of Section 5200, and unless they could qual- 
ify under the commodity loan provision of the law, they 
would, strictly speaking, come under the usual restriction 
to ten per cent of the lending bank’s unimpaired capital 
and surplus. The commodity loan provision of the law 
is to the effect that loans secured by readily marketable, 
non-perishable staples in process of shipment or properly 
warehoused, may, under certain circumstances, be made 
to one borrower in an amount equal to fifteen per cent of 
the lending bank’s unimpaired capital and surplus, in 
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addition to the usual ten per cent limit.t Owing to the 
absence of warehouse facilities in most primary markets 
of the state, the country banks really have very little con- 
trol over the cotton which they have assisted the local 
buyer to purchase. It is therefore impossible, in most cases, 
for the loans to buyers to qualify under the commodity loan 
provisions of the law. Moreover, even if they could so 
qualify, the amount of advances which the average country 
bank could make to one buyer on that account, would be 
insufficient to care for his needs. 

One of the principal reasons why the country bank is 
willing to finance the local buyer, as outlined in the fore- 
going paragraphs, is that a local market is maintained for the 
cotton, and the bank’s farmer customers are encouraged to 
come to that market to sell their cotton. Since they must 
come into the bank to get their money, the bank is in a 
better position to collect the loans made to them during the 
crop-growing season than if the farmers had hauled their 
cotton to some other market. Then, in the case of non- 
borrowing farmers, the cash which they receive is left on 
deposit with the bank and becomes a source of profit to it. 

The proper and safe method of financing the local buyer 
is, therefore, a very vital and practical question from the 
standpoint of the country bank. It seems that a large part 
of the risk and loss so often incurred in handling the buyer’s 
account at present could be eliminated if the bank would 
refuse to take on accounts of buyers who were not men of 
real responsibility and experience. The proper maintenance 
of adequate margins should at all times be insisted upon, and 
the holding of cotton by the buyer should be discouraged. 
It is poor banking to permit a buyer to speculate with 
the bank’s money, particularly when the total advances 
made him may be a very substantial proportion of the bank’s 
capital and surplus. The writer recalls one case in which a 


* Under the laws of Texas, a state bank is not restricted as to the 
amount of advances it may make to one borrower on the basis of readily 
marketable, non-perishable staples pledged as security. 
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bank in a middle-Texas town lost $60,000 in 1921 in one cot- 
ton account, out of a maximum advance of about $140,000. 
The loss was occasioned by the bank’s permitting the in- 
judicious holding of the cotton by the buyer. 

The country bank should encourage the establishment 
of local warehouses, owned and controlled by responsible 
people. It could then require that the buyer’s cotton, held 
as collateral, be stored in a manner which would take the 
control of it out of his hands and place it in the hands of the 
bank where it properly belongs. 

The bank charges the buyer interest on the average daily 
debit balance in his bill of exchange account. As the buyer 
ships cotton out, he draws drafts on the purchasers and dis- 
counts them, with bills of lading attached, with the country 
bank. The proceeds of the discounted drafts are credited 
to the bill of exchange account and constitute the funds 
against which the charges, represented by the acceptances 
previously discussed are made. The difference between the 
charges to the account made by virtue of the acceptances, 
and the credits created through the discount of drafts drawn 
by the buyer against cotton shipped, represents the profit 
or loss of the buyer as a result of his season’s operations. 

Coéperative marketing: The codperative marketing of 
cotton has grown considerably in Texas since the movement 
began in 1921. The Texas Farm Bureau Cotton Associa- 
tion marketed 94,000 bales in the season of 1921-22 as 
against nearly 300,000 bales in the season of 1924-25. 
Through the medium of the codperative marketing asso- 
ciation the farmer markets his cotton gradually over the 
entire crop year, beginning in September. If the movement 
continues to grow, the present marked concentration of 
marketing in the fall months of the year will be changed 
completely, with a very marked effect upon the whole credit 
system of the state. The extension of credit by banks and 
by mercantile establishments is now largely predicated on 
fall liquidation. The farmer is supposed to pay his obliga- 
tions at that time. 
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The plan on which the cotton codperative marketing 
association operates is based upon a sale contract entered 
into between the association on the one hand and the farmer- 
member on the other, whereby the latter agrees to deliver 
to the former for sale all cotton raised over a given number 
of years, usually from three to five years. These contracts 
have been tested and upheld in the courts. The association 
has the right to pledge the cotton to secure loans. 

The member, upon shipping his cotton to the association, 
may, if he so desires, draw upon the association for a certain 
percentage of the market value of the cotton, — usually 
from 50 to 60 per cent. The farmer will discount the draft 
with his local bank, which will send it with documents 
attached to the association for collection. The association 
pledges the documents with its own bank as security for a 
temporary loan to reimburse the country bank; or, if the 
draft is mailed directly by the grower to the association 
without being discounted by the grower’s local bank, a check 
will be mailed directly to the grower. Many farmers do 
not draw against their cotton, inasmuch as they may be in 
need of no funds and are in a position to await the periodic 
disbursements made by the association out of the proceeds 
of the sale of cotton. 

The association obtains funds from larger banks located 
in the state in which it operates on a note basis, pledging 
bills of lading and warehouse receipts as security. It will 
also have available a substantial credit with a syndicate of 
northern and eastern banks, of which it may avail itself by 
means of acceptances drawn by it upon the banks comprising 
the syndicate. Usually the syndicate will have some bank 
in the state where the association is located to act as 
custodian of the warehouse receipts and bills of lading mak- 
ing up the security behind the acceptances. 

An interesting question arises in connection with the 
manner in which the association makes payments to its 
members. If the cotton is not mortgaged, all payments are 
of course made direct to the farmer by means of checks. If, 
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however, the cotton is mortgaged, the operation is some- 
what more complicated. It is necessary that the associa- 
tion get a release or subordination of the mortgagee’s 
lien, in order that the cotton may be available to pledge 
with its banks. With little or no difficulty, this is generally 
accomplished through the device of having the grower make 
an assignment of his interest to the mortgagee in considera- 
tion of which the mortgagee agrees to subordinate his lien. 
The association will frequently have an understanding with 
the mortgagee (usually the country bank) whereby dis- 
bursements out of the proceeds of the sale of cotton will 
be made direct to the mortgagee, instead of to the grower, 
the former settling with the latter after his obligation has 
been paid. 


CHAPTER IV 


CERTAIN UNFAVORABLE ECONOMIC ASPECTS OF THE 
COTTON FARMING INDUSTRY OF TEXAS 


A. LAcK oF WorKING CAPITAL! 


In the preceding chapter of this study the point was made 
that the great majority of the farmers of Texas depend more 
or less upon the bank or store for operating capital. The 
conclusions of Professor Haney, based upon his pre-war 
survey, were given. He stated that practically all tenants 
borrowed every year, and that only about four per cent 
of the farm owners did not borrow from the banks.t The 
survey made in 1922 under the direction of the Federal 
Reserve Board led to the conclusion that ‘throughout the 
entire short-staple cotton region the methods of financing 
the grower are roughly the same. Reports from all states 
indicate that only about twelve per cent of the growers 
are able to finance the entire growing process themselves, 
though the average is slightly higher in Tennessee and 
Arkansas. From fifty to ninety per cent borrow in the spring 
and continue until the cotton is marketed; this practice is 
greatest in Oklahoma and Texas.’? It is not an exaggera- 
tion to say that in many cases, the bank furnishes practically 
all the operating capital used by the farmer in making his 
crop, including the actual living expenses of the farmer and 
his family. Frequently the banks are really in the farming 
business as much as if they were hiring labor to cultivate 
land which they owned. The result is that a large number 
of our farmers in effect borrow their anticipated income in 
advance and live it up before it has been produced or earned. 
Those farmers operate one year behind. They do not have 
any working capital saved up; and, even worse, they are 


* American Economic Review, March, 1914, p. 47. 
* Financing the Production and Distribution of Cotton, p. 18. 
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actually in debt at harvest time for the capital used in 
making that year’s crop. Plainly, then, a part of the credit 
advanced by the bank is not strictly commercial credit or 
productive credit, but credit which has been used for con- 
sumption purposes. 

What the farmer does with his profits: When the farmer 
has a profit as a result of his year’s operations — or, better, 
when the farmer has a margin of cash income above his 
cash outgo— what does he do with it? Some farmers 
use it to pay off current indebtedness which may have ac- 
cumulated during unfavorable seasons in the past. Others 
use it to apply on land indebtedness. Some invest it in 
live stock or save it in the form of a savings deposit. No 
objection can be raised to the use of the surplus in any 
of these ways. The farmer’s equity in his property is in- 
creased in each case and his credit strengthened. It is 
probably safe to say, however, that most farmers do not keep 
their profits or surpluses in the form of liquid reserves — 
i.e., in a form in which they could be easily used to care for 
current working capital needs. In this connection atten- 
tion is called to how widely the farming business differs 
from other lines of industrial activity where the units 
are more scientifically operated. The United States Steel 
Corporation, for example, accumulated large liquid reserves 
in the form of cash and marketable securities during the 
period of the war and thus fortified itself for the depression 
that came in the post-war years. This policy was followed 
by many other well-managed industrial and commercial 
enterprises. They not only saved the surpluses from the fat 
years to care for the deficits of the lean years, but they in- 
vested those surpluses in liquid, readily convertible assets, 
so that they would be immediately available to care for 
working capital needs. 

The average farmer gives little thought to keeping his 
surpluses in liquid form. This is partly the result, as Ben- 
jamin M. Anderson, of the Chase National Bank of New 
York, says, of ‘prevailing ideals and practices regarding 
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money matters among American farmers.’* And yet the 
farmer really needs a financial program shaped along the 
lines of the better organized industries. Mr. Anderson makes 
the point as follows: 


By and large, agriculture has really greater need for a financial 
policy which will enable it to meet emergencies than industry has. 
Agriculture is at the mercy not merely of the markets, but also of 
the weather and the seasons. Steel will prosper regardless of the 
weather, if only the markets are right. Agriculture must face both 
contingencies. The life of the American farmer, even under good 
market conditions, is notoriously an alternation of good times and 
bad, of good harvests and bad, of times when money is relatively 
abundant and times when money is desperately scarce. Under or- 
dinary conditions, it is highly important that the farmer should lay 
by liquid reserves in good years to enable him to be comfortable 
in bad years. In emergency times and times of general distress, the 
possession of such liquid reserves would prevent disaster in large 
numbers of cases where it is otherwise inevitable.? 


The farmer will quite probably invest his savings in land. 
He is more familiar with land than with any other kind of 
investment, and for a long time prior to 1921 land values 
in most sections of the country were increasing. This in- 
creasing value would amount to a fairly large return upon 
his investment, even though the current income from 
the land might not, of itself, be sufficient to make it par- 
ticularly attractive in comparison with other investments. 
Still, however desirable and ultimately profitable the plac- 
ing of savings in land might be, the farmer’s working capital 
is depleted thereby and his dependence upon banks and 
other current creditors is not reduced. Frequently, how- 
ever, the savings which the farmer has to invest will amount 
to only a very small proportion of the purchase price of the 
new land acquired, with the result that a substantial burden 
of land indebtedness will have to be assumed. In view of the 
additional interest and other fixed charges which are thereby 
incurred, the farmer’s general financial condition may be 
weakened. Should his purchase have been made during 


* Chase Economic Bulletin, tv, no. 5, p. 4. 2 Ibid., p. 8. 


ECONOMIC ASPECTS OF COTTON FARMING 89 


a local real-estate boom or during a period of general infla- 
tion of land and commodity values, such as accompanied 
the war, he might easily find his equity dissipated by the 
subsequent recession of values. The fixed charges that were 
incurred do not decline in sympathy with the decline in the 
values of land and products obtained from the land. Just 
that situation was brought about in this state after 1920. 
Instead of taking on additional land and assuming sub- 
stantial indebtedness, the farmer would have fared better 
by applying his savings on debt already owed. His net 
worth would have been increased by exactly the same 
amount in either event, but his fixed charges would have 
been reduced in the latter case and his credit strengthened. 

There are other things besides land, however, which ab- 
sorb the farmer’s surpluses. He enjoys having the luxuries 
of life as well as the city man. Owing to the fact that he so 
largely relies upon the bank and store, however, for working 
capital, it would no doubt be better for him and the com- 
munity if he would postpone the purchase of automobiles, 
radios, phonographs, and the like until he has reached a 
point of greater independence. According to census figures 
of 1920, the farmers of Texas owned approximately 100,000 
automobiles. According to a careful analysis and estimate 
of the Holland Publishing Company of Dallas (publishers of 
farm papers), the farmers of the state owned about 200,000 
of the 800,000 automobiles in the state at the beginning of 
1925. Most of the heavy increase in number has no doubt 
taken place during the past two years, when crops were very 
good and prices satisfactory. From figures furnished by the 
Department of Commerce of the United States on the 
factory value of automobiles produced annually since 1919 * 
and from information obtained from automobile dealers as to 
freight, taxes, and dealer’s profit which must be paid by the 
purchaser in Texas, the writer has made a careful estimate 
of what the farmer has paid for automobiles purchased dur- 


t Texas Almanac, 1925, p. 191, published by A. H. Belo & Co. of Dal- 
las, Texas, publishers of the Dallas Morning News. 
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ing the five-year period ended January 1, 1925. According 
to his calculation, the average price paid per automobile 
purchased during the five-year period was $750.% The 
net increase of 100,000 in the number of cars in the hands 
of farmers since 1919 would represent an outlay of $75,000,- 
000. This figure does not include the value of those cars 
which displaced cars that were worn out and discarded 
during the period. A figure of $80,000,000 would probably 
be a conservative estimate of what the farmers of Texas 
have spent for automobiles in the past five years. The 
story does not end with the mere statement that a large 
part of the savings of the farmers of Texas have been spent 
for automobiles. The expense of running the cars is an 
important factor in any discussion of the farmer’s income 
and lack of working capital. Figures compiled by the 
Holland Publishing Company indicate that the annual cost 
of owning and operating the farmer-owned cars amounts 
to $65,000,000 at the present time.” 
| The writer recalls an instance of recent occurrence when 
he found listed in a chattel mortgage attached to a cropper’s 
note only one cheap motor car and the cropper’s half in- 
terest in the crop he was cultivating with his landlord’s 
live stock and implements. This particular cropper, instead 
of trying to raise himself to the share tenant stage in the 
tenure system by investing his savings in tools and live 
stock, preferred to remain in the station of a virtual hired 
hand and enjoy the luxury of an automobile. He is no doubt 
not the only one of his class who has made that choice. 
But the question arises as to what liquid investments are 
available to the farmer. In this connection it might be said 
that the country banker has one of his best opportunities 
to serve his farmer clients and his community. He could 
* After giving twice the weight to 1923 and three times the weight to 


1924 figures that was given to 1920, 1921, and 1922, because of the good 
crops raised in 1923 and 1924. 


2 Farm and Ranch, April 4, 1925, p. 1, published by Holland Publish- 
ing Company, Dallas, Texas. Of this figure, $35,000,000 represents 
depreciation, but the sos see represents cash operating costs. 
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arrange for the purchase of government securities or for 
liquid short term investments, such as bankers’ accept- 
ances or commercial paper. The farmer might be educated 
to the wisdom of maintaining a reasonable cash reserve with 
his bank to care for emergency requirements, just as the 
head of every other well-managed business tries to keep 
available at all times a minimum cash working balance. The 
farmer whose yearly profits or surpluses are small and who 
operates on a small scale should be encouraged to keep a 
savings account with his local bank, or the bank might issue 
short-time interest-bearing certificates of deposit which would 
make the farmer’s savings available to him in the spring or 
summer, when he might need them in his crop operations. 
Of course, the bank would have to use discretion in invest- 
ing such deposits with a view to keeping itself in a position 
to meet anticipated withdrawals. It might well invest in 
government securities, bankers’ acceptances or commercial 
paper of appropriate maturities. It is at onceclear how the © 
economic position of the farmer and the whole community 
would be benefited by the above program. The country 
bank would be taken out of the farming business and would 
extend credit only for seasonal, crop-producing purposes. 
It would not have to advance all of the funds used for those 
purposes, as it so often does under present conditions; 
on the other hand, its advances would be made in accordance 
with sound commercial banking practice — namely, the 
advances would be in some reasonable proportion to the 
working capital which the farmer himself contributes to 
meet his requirements. Credit would be cheaper, because 
the bank could afford to lower its interest rates owing to 
the improvement of its risk. 

As an alternative to the accumulation of an actual cash or 
liquid reserve, the farmer might apply his profits on existing 
indebtedness, thus increasing the equity in his assets and 
strengthening his credit. In effect, he would be saving his 
credit and increasing the margin available for use in time 
of need. 
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B. THE ONE-CRrop SYSTEM 
For most of the state cotton is the principal cash crop, 
and for a large area it is the only cash crop. Some idea of 
the position cotton holds in the crop system of the richest 
and most densely populated section of the state may be 
seen from the following table which is based on a survey of 
114 farms of Ellis County. 


PERCENTAGE OF TOTAL RECEIPTS FROM DIFFERENT SOURCES 


IN I914* 
PER CENT 
COttOm sc caiders feeds «One senor oan eis at eee 86.0 
Corn Pitas tis ns coe ae oo ear nee ok aes ales 250 
Other CPO DS se. tac cutgertihe wee rein lato evanere alae rotors 3-4 
Stockwrie aime co cole cies icon atenre sO ules nein 5.6 
Increase feed-and supplies.............+-26- is 
Miscellaneous3icena.cc sis «steven se aves eeenieee 1.6 


Defects of the system: It is hazardous. The system repre- 
sents a heavy concentration of business risk. The farmer 
really has ‘all his eggs in one basket.’ Just how potentially 
dangerous such a practice is may be surmised from the fact 
that, even when the farmer diversifies systematically, his 
business is peculiarly subject to loss from insect depreda- 
tions and adverse weather conditions. With only one crop, 
upon the sale of which he is dependent, not only for his 
major income but also for the barest necessities of life, the 
farmer may be bankrupted by one crop failure. The danger 
of loss from market price fluctuations is also enhanced by 
the one-crop system. A loss in one crop cannot be recouped 
from a gain in some other crop. 

‘ Many farmers carry the one-crop idea to such an ex- 
treme that they do not even plant a garden to supply the 
table with fresh vegetables; and many of them make no ° 
attempt to raise enough feed for their work stock. This 
is more generally characteristic of tenant farmers, however, 
than of farmers who own their farms. The statement is 
justified, nevertheless, that in large measure the Texas 
* U.S.D.A. Bulletin 659, p. 24. 
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farmer lives ‘out of a paper sack.’ He buys from the store 
many commodities that he could easily produce himself. 
Mr. Rex E. Willard, agriculturist, in commenting upon the 
results of his survey of farm management methods on 114 
Ellis County farms in 1914, had the following to say con- 
cerning the one-crop system: 


Even where cotton is the only farm product that can be relied on 
as a source of income, it is undoubtedly good practice to produce the 
food and feed required on the farm as largely as possible, and the 
best farmers do. 

In this region, as in all regions devoted to a one-sided system of 
farming, farmers often neglect the opportunity they have to produce 
an abundance and variety of food. Asa result, the family lives largely 
on materials bought at the store. This is one of the evils of a one-crop 
system. Even if it were true, as many cotton farmers claim, that 
they can raise cotton and sell it and buy fruits, vegetables and 
poultry and dairy products more cheaply than they could raise 
them, the fact remains that unless they are produced on the farm the 
family will not have them in abundance, and what they do buy is not 
of as high quality as that produced at home.? 


And, it might be added, whether the farmer can produce 
cotton and buy the other commodities to advantage de- 
pends upon whether he really produces a crop and whether 
he can sell the crop at a profit. A large part of the un- 
certainty on this score is obviated by raising food and feed 
crops at home. 

Under the direction of Mr. W. C. Funk, an investigation 
of what the farm contributes directly to the farmer’s living 
was made in selected counties of various states for the De- 
partment of Agriculture in 1913. One of the counties in- 
cluded in the survey was McLennan County, Texas, a 
typical cotton county of the black land region of the state. 

The most important items contributed by the farm to the 
family living were as shown in the table on page 94. 
Both on a per family basis and a per person basis, Texas, as 
represented by McLennan County, compares unfavorably 
with the other sections of the country and particularly with 


= U.S.D.A. Bulletin 659, p. 24. 
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AVERAGE ANNUAL VALUE OF Foop, FUEL AND SHELTER FURNISHED 
PER FAMILY AND PER PERSON IN THE FAMILY * 


FUEL SHELTER 


Per | Per| Per 


Fam-| Per-| Fam- 
son 


Average for all 
areas visitedt. 


* Op. cit., p. 18. The item of shelter is figured on the estimated actual value of the 
house; 10 per cent being taken to cover depreciation, repairs, and interest. 
McLennan County. J 
Counties in Vermont, Wisconsin, New York, Pennsylvania, Ohio, Iowa, and 
Kansas, in addition to states separately shown. 


the other southern states. The farm in 1913 contributed 
only $52 of food per person in Texas as against $73 in North 
Carolina and $70 in Georgia and $57 as the average for all 
the states. In spite of the comparatively unfavorable show- 
ing made by Texas, a contribution by the farm of $68 per 
person or $363 per family was probably no inconsiderable 
part of the farmer’s total income in 1913.7 

Mr. Funk found that the value of the food consumed per 
farm family on the Texas farms was $489 as against an 
average of $412 for all farms reporting. Approximately 44 
per cent of the total consumption on Texas farms was 
purchased as compared with 37 per cent for all farms and 
only 18 per cent and 22 per cent for North Carolina and 
Georgia respectively.2 The following table shows the 
relative proportions in which the several classes of food are 
produced and purchased. Texas makes an especially unfav- 
orable showing with respect to fruits and vegetables. 

While, owing to droughts and hot weather, Texas may be 


t Reports from 1282 farms in the Pe has a section of the United 
States, which would include Texas, showed an average gross farm income 
in 1922 of $1900, of which $300 represented the estimated value of food 
and fuel produced and used on the farm. The average net cash income 
was $631, or only a little more than twice the value of the food and fuel 
produced on the farm. — 1923 Yearbook, p. 1161. 

2 Op. cit., p. 7. 
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PROPORTIONS OF VALUE OF Foops BouGut AND FURNISHED 
BY THE Farm * 


GROCERIES | ANIMAL Prop. FRuItTs VEGETABLES 


STATE Bot. | Furn.} Bot. | Furn. | Bet. Furn.| Bot. | Furn. 
(per | (per | (per | (per | (per | (per | (per 
cent) | cent) | cent) |cent) | cent) | cent) | cent) 


96.1 
99.0 
33.9 
73.2 


Georgia RO eC ee 


— cae all areas visited... 


* Op. cit., p. 9. 


relatively less adapted to the culture of vegetables and 
fruits than the other states included in the survey, yet it 
cannot be said that the unfavorable showing of Texas is 
really due to that fact. The one-crop system is mainly 
responsible. The average Texas farm could produce a far 
larger proportion of the family’s food requirements than it 
actually does. 

The increased risk entailed by the one-crop system is 
naturally reflected in the price which the farmer must pay 
for credit. It has been the writer’s experience that very 
few farmers borrow at a rate less than ten per cent per 
annum and many pay considerably in excess of that rate. 
This point will be dwelt upon in somewhat more detail in 
connection with the tenant problem. It is not surprising, 
however, that in those numerous cases where the bank 
(or store) furnishes al/ the working capital (including feed 
and living expenses) which the farmer uses during the year, 
an interest charge of from ten to thirty per cent cuts heavily 
into his income and constitutes a serious obstacle to his 
getting ahead — especially if his crop is short or the price 
obtained for it unsatisfactory. One way for the farmer to 
reduce the amount of interest paid (and also, possibly, the 
rate) is to reduce his need of credit. This could be done to a 
substantial degree by raising feed for stock and food for’ 
the family at home. To this extent at least the income of . 


: Texas farmers spent over $60,000,000 for feed in the census year of 
1919 — the great bulk of which was spent outside the state. 
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the family would not have to be borrowed from the bank or 
store in advance of its having been earned. Nor would the 
farmer necessarily have to curtail his production of cotton 
in order to raise food and feed crops. By improving his 
farming methods and concentrating his efforts on building 
up his per-acre yield of cotton, he would no longer be under 
the necessity of planting his entire farm to that crop to make 
a given production. 

The one-crop system has the effect of mining the soil and 
sapping its fertility where, as in this state, very little fertil- 
izing is done. The United States Bureau of Crop Estimates 
has assembled data on the variation of the yield of cotton 
per acre in Ellis County and has prepared the following 


chart: 
ae as 


VARIATION IN YIELD PER ACRE OF COTTON FROM 
1903 TO I914 


The solid line shows the yield variations from year to year, 
and its very irregular course is accounted for mainly by 
climatic and other conditions over which the farmer has no 
control. The broken line, however, shows the average 


“a -_ 
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tendency of the yields from 1903 to 1914, and shows that 
the yield is decreasing. It is this downward tendency which 
should be of vital concern to the farmers of the state, for it 
would seem that at the present rate the farming industry 
should at no distant time reach a point where it cannot 
be sustained by the one-crop system. Marlboro County, 
South Carolina, long ago reached the point where continuous 
cotton culture, with no attention given to preserving soil 
fertility, had become unprofitable. The farmers of that 
county began the use of commercial fertilizers and the 
practice of returning as much vegetable matter to the soil 
as possible in order to build up its humus content. The 
beneficial results have been marked. The soils of the county 
have a high yielding power.t From a study of the soils 
of the black land belt (of which soils those of Ellis County 
are typical), it appears that the element of fertility which is 
mainly lacking is nitrogen. The application of commercial 
nitrates or the planting of legumes in the fall to be turned 
under the following spring would meet the need of the coun- 
try. During the contest conducted by the Dallas Morning 
News in 1924, one contestant in Red River County put over 
2000 pounds of fertilizer on each acre entered by him in 
the contest, and his results were such as to yield him a 
handsome profit on his venture. 

Finally, the one-crop system often results in the in- 
efficient employment of both man and animal labor. The 
survey of the 114 Ellis County farms showed that the aver- 
age horse worked less than eighty days each year, which 
of course added greatly to the cost of a day’s work per 
horse.2, A somewhat similar situation existed with respect 
to man labor. There is frequently too much work at certain 
seasons of the year and not enough at others. It is only 
when cotton is selling at a relatively high price that such 
disadvantages can be overcome. 

1 U.S.D.A. Bulletin 659, p. 33- ' 2 Ibid., p. 27. 
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C. FArM TENANCY 


Farm tenancy as a system of tenure is not per se an 
undesirable thing necessarily, but as it exists in Texas there 
are many conditions surrounding it which make it in some 
respects socially and economically undesirable. The evils 
associated with tenancy in this state are not in all cases 
peculiar to it, but are often characteristic of landowners, 
although generally in less degree. Those features of farm 
tenancy which are not socially desirable are in some measure 
the cause and in some measure the effect of other phases 
of the farming system of the state, taken as a whole. The 
one-crop system, for example, fosters the uglier aspects of 
tenancy, and tenancy aggravates the evil consequences of the 
one-crop system. It should be borne in mind constantly 
during this discussion that there are a great many tenants in 
Texas who are tenants from choice and who are intelligent 
and efficient farmers and first-class citizens of the state. 
Nor can it be definitely said that, from the standpoint of 
efficiency in crop production, the landowner obtains a higher 
yield per unit of land, labor, and capital than the tenant. 
It is probably true, however, that the tenant mines the soil 
to a greater degree than the landowner, because about the 
only interest the former has in the land is to get as much out 
of it as he can in the time that he has the use of it. 

Extent of tenancy: In 1920, according to Census figures, 
there were more than 436,000 farms in Texas, of which 
nearly 233,000 were operated by tenants. The remainder 
were operated by owners. There are very few cash tenants 
in this state. The usual tenant may be classified as either 
a share tenant or a share cropper. The share tenant fur- 
nishes the farm tools, work animals and supplies necessary 
to carry on the crop operations, and the landlord furnishes 
only the land. As rent, the tenant generally pays one third 
of the grain and one fourth of the cotton. The cropper is 
little more than a hired hand, and is usually closely super- 
vised by his landlord. The landlord furnishes all tools, 
work animals, feed, and seed, and the tenant provides only 
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the food and clothing which he and his family require. 
Frequently, even the food and clothing may be purchased 
on money or credit advanced by the landlord, to be repaid 
out of the tenant’s share of the crop. As rent, the tenant 
pays one half of all crops raised. Ordinarily the croppers 
are either negroes, Mexicans, or the poorer class of white 
tenants. 

The following figures show the percentage of total 
farmers in the tenant class for the United States, Texas 
and Georgia (which has a higher percentage of tenancy 
than any other state in the country). The figures are from. 
the United States Census. 


YEAR US. TEXAS GEORGIA 
(per cent) (per cent) (per cent) 
ESSOL. Se Sete eciee.ce 25.6 37.6 44.9 
TEQO asters essai Sc. os 28.4 41.9 53-5 
TOQOOE a Sociacess aise sie 35-3 49.7 59.9 
OUD SAPS ca pdoa 37.0 52.6 65.6 
POZO oct eee ae 38.1 53-3 66.6 


Of the 232,500 farms operated by tenants, approximately 
177,200 or 76.3 per cent are operated by white tenants and 
55,000 or 23.7 per cent are operated by negroes. The white 
tenants are scattered over the entire state, while the negro 
tenants are found mainly in the old plantation country of 
east Texas and in the Red River, Brazos and Trinity River 
bottoms. ; 

The following census figures will show the number of 
farms and acreage operated by croppers and share tenants. 
The croppers farm a little more than 20 per cent of the im- 
proved land of the state, farmed by tenants. 


No. or Farms | Att LAND IN 
IN STATE Farms* 


Total for state 114,021,000 31,227,503 
PAT tener ts sate ss) 5 areyas oe 31,443,615 15,008,489 
STOP peresmas soos es oes: 4,867,528 3,317,983 

aR voi Pare iets 16,813,089 10,204,569 


*In acres. 
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Twofold function of the tenancy stage of farm tenure: 
Tenancy is a stepping stone to farm ownership. The 1920 
Census figures show that 68 per cent of the owner-operators 
of farms have passed through either the cropper or share 
tenant stage, and many have passed through both. The 
cropper stage is the lowest and the one in which many 
farmers begin their operations. The natural sequence is 
from cropper to share tenant to owner." 

In the process of climbing the tenancy ladder to farm 
ownership, a constant shifting of the candidates, so to 
speak, is taking place. The less efficient are pushed back 
in the struggle upward, with the result that a large number 
of croppers will be found to be men who at one or more 
periods in the past were share tenants or, possibly, owners. 
Thus the cropper stage will contain not only a large body 
of beginners in the farming industry but also many cast- 
offs from the upper stages. 

Certain socially undesirable aspects of tenancy: 

(1) Shifting: Tenants in the cotton sections of the state 
have little to attach them to a given farm. Their rental con- 
tract is generally oral and grants them occupancy for one 
year only. Perhaps this is due to the fact that practically all 
farm undertakings are completed within a year. These 
conditions invite frequent moving on the tenant’s part. 
Moreover, landlords can change tenants without undergoing 
any serious inconvenience, and often ask them to move for 
little or no reason. Asa result, the connection between land- 
lord and tenant is not very close, and neither feels that he 
is particularly interested in or under obligation to the other. 

From data accumulated in six representative counties 
of the black land section of Texas in 1919, it was found that 
62 croppers, who were interviewed during the survey, re- 
ported an average of less than two and a half years between 
shifts from one farm to another. The average for 191 
share tenants was about three and a half years.? The 1920 
Census figures show that approximately 219,000 of the 

t Yearbook, 1923, p. 555- 2U.S.D.A. Bulletin 1086, p. 49. 
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233,000 tenants gave intelligible answers to the following 
question: ‘How long have you lived on this farm?’ Ap- 
proximately 116,000, or over 53 per cent of the number 
reporting, answered that they had lived on the farms then 
occupied by them for one year or less; 63,000, or 29 per cent, 
stated that they had occupied their farms from two to four 
years; 25,000, or 12 per cent, had lived on the same farm 
from five to nine years; but only 14,000, or less than 7 per 
cent, had lived on the same farm for more than nine years. 

This roving tendency of so large a part of our farming 
population is one of the most serious faults to be charged 
against the agricultural system of the state. In the first 
place, it is extremely difficult to establish the very much 
needed practice of diversification in this one-crop country, 
when the tenure of so many farmers is so uncertain and of 
such short duration on the average. The tenant, not know- 
ing at any one time where he will be at the corresponding 
time the following year, is not going to concern himself 
with maintaining the fertility of his landlord’s farm, but he 
is going to work that farm for what he can get out of it in 
the way of cotton, the cash crop, while he is on it. It re- 
quires a more or less stable form of tenure for the successful 
operation of a system of diversification. Moreover, one of 
the principal links in the chain of diversification is the pro- 
duction of live stock, not only on account of the revenue to 
be derived from the sale of live stock and live stock pro- 
ducts, but also on account of the fertilization of the soil to 
be accomplished through it. It is an obviously impractical 
idea that the roving tenant, who moves about every year 
or two, is going to burden himself with any more chattels 
of as cumbersome a nature as live stock than he absolutely 
has to have for the actual tilling of the soil. Though more 
than half of the farms of the state are operated by tenants, 
yet the Census figures show that less than one third of the 
dairy cattle and less than one third of the swine are found 
on those farms. 

Not only does the present rent contract and the generally 
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unstable nature of the tenant’s tenure operate to deaden his 
interest in the welfare of the farm he is working and in the 
landlord who owns it, but the landlord himself is made in- 
different to the welfare of the tenant and to the proper 
upkeep and improvement of the farm. He does not know 
from one year to the next who will be on his farm or the 
ability of his tenant. He will not be interested in adding to 
his investment when there is so much uncertainty as to 
whether it will be worth while.? 

The effect of the shifting process upon the tenant’s 
accumulation of live stock has been pointed out. The fact 
that it operates to restrict such accumulation is one of the 
principal reasons why the tenant finds it difficult to progress 
up the tenure ladder to the position of landowner. One 
of the readiest means of storing up savings and having them 
grow into the sizable sum required to purchase a reasonable 
equity in a small farm is to invest the savings in good live 
stock. The increase from the live stock under proper care 
and management will soon add appreciably to the farmer’s 
net worth. Aside from the shifting process already dis- 
cussed, there is another feature of the tenancy problem 
which militates against the accumulation of live stock by the 
tenant. There is the lack of adequate pasturage and fre- 
quently the objection of landlords to the raising of the 
necessary feed. 

The characteristic one-year rental contract and the other 
causes of the perennial shifting of tenants react to the social 


t‘* Tf some legal provision were made for the compensation of tenants 
for improvements put on the farm with the landlord’s consent, the pre- 
sent problem of tenant housing would be less acute, landlords would 
not so often be accused of lack of interest in this problem and the mutual 
interest in the farm arising from a joint ownership of improvements 
would make for a more stable and reliable tenantry. Moreover, with such 
a provision, tenants would be able to invest their savings in the farm 
business, which is possible only to a limited extent with the prevailing 
crop and renting system. This lack of opportunity to accumulate 
gradually by increasing their investment in the farm constitutes one of 
the most serious drawbacks to the tenure and financial progress of the 
tenant in the black land areas.’ (U.S.D.A. Bulletin 1068, p. 21.) 
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detriment of the entire state in another respect which may 
well give cause for considerable apprehension. Since the 
removal of the tenant takes place generally on or about 
January 1, the attendance of his children at school is inter- 
rupted at the most inopportune time. The children are 
taken out of school in the middle of their work and often 
transplanted to an entirely new community, and put into 
a new school with new teachers and, possibly, new or dif- 
ferent studies. Aside from the injurious effect which this has 
upon the actual instruction that the children get, there 
must be a serious undermining of their morale in being 
bandied about as they are. Asa result of the shifting and the 
fluctuating school enrollment and the irregular attendance 
on the part of tenant children, the showing which they make 
in grade attainments and promotions compares unfavorably 
with that of the other children.t 

The discussion of the unstable tenure of tenants in this 
state may be concluded by saying that it tends to make 
the tenant less interested in the welfare of his community 
than he should be, as a good citizen. It deadens his ambi- 
tion and makes him shiftless. 

(2)The one-crop system: It is not proposed to repeat here 
what has been said elsewhere regarding the one-crop system. 
Owner-operators are almost as responsible for fastening the 
system upon the state and perpetuating it as the tenants. 
The following table is taken from the report on the survey 
of a number of counties in the black land belt previously 
referred to.? 

Over half of the croppers have from 90 to 100 per cent of 
their crop acreage in cotton, and not more than 13 per cent 
of all tenants, regardless of class, have less than 50 per cent 
of their crop acreage in cotton. The showing is somewhat 
more favorable for the owners. They have a larger per- 
centage of crop land planted to small grain and less to cotton 
than the tenants. It would appear, therefore, that while 


t For detailed discussion see Bulletin 1068, p. 58 ff. 
2 Ibid., p. 19. 
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PROPORTION OF ALL FARM LAND IN CROPS, PROPORTION OF ALL 
Crop LAND IN VARIOUS CROPS, AND OPERATORS CLASSIFIED 
BY THE PERCENTAGE OF ALL Crop LAND PLANTED TO COTTON, 
BY TENURE CLASSES FOR 368 OPERATORS 


PER CENT OF ALL OPERATORS 


PER PER CENT OF ALL CROP | WHOSE PER CENT OF COTTON 
CENT LAND IN— ACREAGE TO ALL CROP 
TENURE OF ACREAGE IS — 


STATUS LAND 


Small Other Below 
grain | crops 


ee ee eee eee 


eee eee 


eee eee eree 


se eeee 


there is no concerted attempt on the part of farmers of any 
class to conserve the fertility of the soil, the owners probably 
go further in this direction than the farmers of other classes, 
because they alternate grain crops with cotton to a greater 

extent than tenants. 

The effect of the one-crop system in decreasing the fer- 
tility of the soil has already been dwelt upon (supra, page 
96), and some mention was made of its greatly increasing 
the hazardous character of the farming business. The result 
of the increased hazard in increasing the cost of credit was 
pointed out. We shall now discuss somewhat more fully 
what the farmer, and particularly the tenant farmer, pays 
for his credit. 

(3) The high cost of credit: The results obtained by Pro- 
fessor Haney in his study of the tenant situation in this 
state indicate that 75 per cent of all the farmers of the 
state borrow regularly year after year, and nearly all ten- 
ants borrow, most of them borrowing every year. Pro- 
fessor Haney reached the conclusion that more than 50 
per cent of the average country bank’s loans are made to 
tenant farmers.t The following is taken from his testimony 
before the Commission of Industrial Relations during its 
sittings at Dallas in 1915: 

* Sen. Doc., vol. 28, p. 9149, First Session, Sixty-Fourth Congress. 
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But are these amounts not small in proportion to the business 
done, you ask? Of the 20 tenant cases I have been able to study 
intensively, the total amount of credit was, in 1913, over one third 
of the gross income; in 1914, over three fourths of the gross income. 
Five out of 20 in 1913 borrowed 100 per cent or more of the total 
gross income for the year. In 1914 I believe nearly one half of all 
tenants borrowed as much as their total gross income amounted to. 
But are not these loans for capital account, asks some business man, 
and are they not an indication of increased earning power in the fu- 
ture? They are largely for capital; but for circulating capital, and 
when the considerable proportion of loans made for carrying over 
past debts and for consumption is remembered, we see that the 
situation is unsound.t 


A study made of farming credit in Texas by Mr. Walton 
Peteet of the Extension Service of the Agricultural and 
Mechanical College of Texas in 1917 revealed the fact that 
the price paid by the average farmer for credit for crop- 
raising purposes was unbelievable. The rate paid varied 
from 10 per cent to as high as 60 per cent, depending upon 
the standing of the debtor, his system of farming, geographi- 
cal location, and competition among lenders. The rate was 
highest in the small farm districts of east Texas and lowest 
in the cattle and wheat regions of west Texas. It varied 
widely, however, in each district. The trucker or dairy 
farmer of east Texas paid less for credit than the all-cotton 
farmer, and the all-wheat farmer of the west paid more 
than the farmer-stockman of the same territory. The 
maximum price was paid by the all-cotton tenant farmer 
who gave a mortgage on his live stock, tools and crops, 
and the minimum price was paid by the landowner who 
practiced diversification and borrowed from banks on his 
unsecured note.? 

The farmer may borrow from supply stores in the form 
of supplies purchased on credit or he may borrow from 
banks and pay cash for his supplies, or he may use both 


Sen. Doc., vol. 28, p. 9152. First Session, Sixty-Fourth Congress. 
2 Farm Tenantry in the United States, Bulletin 278, Texas Agricultural 
and Mechanical College, April, 1921. 
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sources of credit. As pointed out elsewhere in this study, 
the credit store is gradually giving way to the bank, and 
the ultimate result may be that the latter will become the 
source of practically all credit extended the farmer for the 
purpose of carrying on his current operations. The credit 
store is still an important factor in the situation, however, 
particularly in east Texas, and we shall discuss briefly 
the prices which the farmer pays for credit obtained from 
that source. A common practice is for the farmer, usually 
a tenant, to go to the storekeeper in the late winter or early 
spring and ask ‘to be carried’ until November, when most 
of his crop will presumably have been gathered. If he wants 
¢300 worth of supplies, he will give his note, say, on January 
Ist for that amount plus interest payable on November Ist. 
This note will bear interest at ten per cent from January Ist 
until November Ist, but the farmer will draw out supplies 
from the store only at the rate of, say, $30 a month. It is 
therefore clear that while he is paying ten per cent on $300 
for ten months, he actually has the use on an average of only 
$165 for the full period. The price that he really pays for the 
credit extended by the store would be twelve per cent if he 
had the use of the $300 for the entire ten months; since he 
has the use on an average of only $165 for that period, 
however, he actually pays at the annual rate of more than 
twenty per cent. On top of this, he may have to pay a higher 
price for the goods he buys from the store than he would if 
he were paying cash, although this practice is not so pre- 
valent in Texas as in some other parts of the cotton belt.t 

Mr. Peteet’s investigation in 1917 revealed a very con- 
siderable difference in east Texas between cash and credit 
prices of some supply stores. He found by comparing the 
prices paid by 19 typical farmers in one representative 
east Texas county who traded on credit with the cash prices 
paid in the local town market that the prices of 11 staple 
articles of food and feed were 55 per cent higher than cash 
prices. The maximum credit price of these 11 articles was 

* Sen. Doc., vol. 28, p. 9046 — Professor Leonard’s testimony. , 
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found to be nearly 90 per cent higher than the cash price, 
and the minimum was nearly 34 per cent higher. The 
following table shows the average price paid for various 
articles by credit purchasers and the cash quotation in the 
trade center of the county where the data were obtained: * 


COMPARISON OF CASH AND CREDIT-STORE PRICES IN A TYPICAL 
East TExas CouNTY — 1917 


EXcEss: 
AVERAGE CREDIT|CREDIT OVER 
ASH 
(per cent) 


ARTICLE CasH PRICE 


Flour — high grade...... 
Flour — low grade...... 


Sugar (per 10-Ib. sack)... 27 
Bacon: (perp:) acs ss ae 37 
Lard (per 1o-lb. tin)..... 98 
Meal ee SAGK) Gecwea ane 54 
Corn (per bushel)....... 42 


Hay (per 100-lb. bale)... 


It is to be expected that the merchant will charge more 
for goods when sold on credit than when sold for cash. It 
is also to be expected that rates of interest will vary in 
sympathy with every condition affecting the credit risk. 
The personal character of the tenant, or other farmer, his 
business ability, his thriftiness, and the methods and 
character of his farming, the size of the loan, and many 
other factors enter into the interest rate. The store or other 
creditor is not to be censured, necessarily, but the system 
which fosters the condition above outlined is certainly 
worthy of careful study to the end that it may be improved. 
With the credit obtained by the farmer amounting in 
many cases to a very large percentage of his gross income 
(and in some cases to more than gross income), it is clear 
that the extremely high price which he pays for his credit 
accommodation is one of his greatest deterrents to progress. 
As President Bizzell, of the Agricultural and Mechanical 
College of Texas, has pointed out, a large labor income 

t Farm Tenaniry in the United States, p. 211 ff. 
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will not make home ownership possible if it is consumed by 
the high cost of credit and other abnormal expenditures.’ 

Bank credit also is high. Mr. Peteet found, in the course 
of his investigation, that interest rates on bank loans for 
crop-making purposes varied from 10 per cent per annum to 
more than 60 per cent per annum. The maximum rates were 
paid by small farmers on loans of small amounts and of short 
maturity. The general level of interest rates corresponded 
more or less with the general level of credit prices to farm- 
ers, and was highest in districts of east Texas and lowest in 
north and west Texas where the store credit system has 
largely disappeared. It is a quite common practice for the 
banker to add 10 per cent to the face of the note almost 
regardless of the maturity. Many farmers think they are 
paying IO per cent interest per annum. They are, of course, 
paying a great deal more, depending upon the length of 
time they have the use of the money. The high rates charged 
by the banker are occasioned by the fact that his risk is 
great. Substantial losses are often incurred in extending 
credit to tenant farmers who usually are of very limited 
means. The interest charge must be high enough to cover 
the losses and return a profit on the stockholders’ invest- 
ment. There are a great many banks in Texas that have 
paid no dividends since 1919 — not to mention the very 
considerable number that have failed since that time. 

In Dr. Bizzell’s judgment there are two detrimental re- 
sults growing out of the prevailing practice of extending 
credit to the tenant, whether by the store or by the bank: 

(1) In the first place, the debt is incurred mainly to 
defray running expenses, which means that the credit is 
used for consumption as well as for production purposes. 
It is in this respect that the farmer’s loan differs from the 
ordinary commercial loan. 

(2) In the second place, the general conditions under which 
the tenant secures a loan compel the creditor for safety to 
restrict it to as low an amount as possible. The result is 

* Farm Tenancy in the United States, p. 211 ff. 
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that the tenant’s standard of living is low. His family is 
often undernourished.. The labor and farm income fre- 
quently is used in meeting obligations growing out of mis- 
fortune and unforeseen circumstances.” 

(4) The tenant as an accumulator of wealth: The high 
cost of credit is one of the principal obstacles to the accumu- 
lation of wealth by the tenant. Such data as we have on 
the farm and labor income of the tenant would give promise 
of his ability to acquire a farm and accumulate wealth in 
other forms. The price he has to pay for credit, however, due 
to the risk attaching to his methods of farming and the 
conditions under which it is carried on, cuts so heavily into 
his income as frequently to leave him little in the way of a 
surplus. And yet the development of ability and power to 
advance in one’s vocation is more dependent upon the use 
of capital in the case of farming than in the case of many 
other vocations. The farmer must have capital. He ac- 
quires it either through borrowing or through saving, or 
both. He must accumulate capital of his own through 
saving a part of his income, however, if he is to progress 

‘permanently. Wage hands, skilled workmen, and pro- 
fessional men, on the other hand, can and do rise in their 
vocations whether or not they save a part of their earnings. 

While the high price paid for credit is a very serious 
matter, it is one that should not be emphasized to the ex- 
clusion of other factors which operate to cut down the 
accumulation of wealth by tenants. Most tenants are poor 
business managers. They keep no records or accounts 
covering their operations. They keep no check upon their 
expenditures. When in the possession of a surplus, fre- 
quently they dissipate it in some useless manner or invest 
it unwisely. Professor William Leonard in his testimony 
before the Commission on Industrial Relations gave it as 
his observation that ‘in planning, in organizing, in an- 
ticipating the needs and demands even of the immediate 
future, the tenant is very weak indeed. In making his 
. * Farm Tenancy in the Uniied States, p. 211 ff. - 
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capital outlay, he too often shows an extravagance far 
beyond the needs of his business. For instance, in equip- 
ping a one-team farm, one man is known to have gone in 
debt approximately $1200 for mules, machines, tools, etc. 
One half this sum, and less, would have been quite sufficient. 
Another man with five children within the working period 
was a share cropper. He was absolutely without capital. 
He, of course, could have more than doubled his earnings by 
being able to equip a two-team farm. Thus there is little 
careful attention given to combining land, labor, and capital 
in the most advantageous way. Moreover, there is the most 
wasteful use of machinery. Doubtless in this country, nine 
tenths of all the machinery is standing out in the weather, 
to which fact may be attributed fully one half its depreci- 
ation.’” 

Professor Leonard further stated in his testimony that he 
had obtained income figures from a considerable number of 
tenant farmers, of whom about one third were croppers. 
The average cropper’s net income was $750 and the average 
share tenant’s net income was $1000. These figures repre- 
sented, in fact, the net family income, and out of it all family 
living expenses had to be taken. Professor Leonard’s study 
was made during the period just before the War. In a more 
recent study of farmer incomes in the black land belt (1919), 
it was found that the average net disposable income of 62 
croppers was $1094; of 179 share tenants, $1513; and of 76 
owner-operators, $2429. After providing for all living ex- 
penses, the family accumulations or savings amounted 
to $149, $291, and $613 in the case of the cropper, share 
tenant and owner-operator respectively.2. The savings in 
the case of both classes of tenants were small, and when the 
hazardous nature of their business is considered, the margin 
between profit and loss appears to be narrow indeed. While 


t Studies in Farm Tenantry in Texas, Bulletin 15 of the University of 
Texas, p. 113. It should be stated that the tenant is not wholly to blame 
for leaving his machinery exposed to the weather. Landlords often Te- 
fuse to build adequate shelter for them. | -. 

*U.S.D.A. Bulletin 1068, p. 25. 
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the yield of cotton for the state as a whole was somewhat 
smaller in 1919 than the 1914-20 average, the price was 
high; therefore, the net accumulations given above cannot 
be said to be the result of an especially unfavorable year’s 
operations. 

(5) The tenant’s standard of living: The housing facilities 
of tenants in Texas are often very inadequate. This is es- 
pecially true of the cropper. There appear on accompanying 
pages copies of photographs of typical owner and tenant 
homes in the black land belt.t Tenant houses are fre- 
quently in poor state of repair and, more frequently still, 
lack many of the essentials of a healthful environment. 
But the relative standards of living of the various tenure 
classes are probably better indicated by the total cost of 
family living than by any other index. 


Cost oF LIvING AND SELECTED EXPENDITURES OF 368 OPERATORS* 


AVERAGE PER FAMILY 
ITEMs 


SHARE 
TENANTS 


SHARE 


CROPPERS Owners 


All family living expenses..... 
All furnished by farm......... 
Meat, garden, poultry, and 
dairy products from farm... 
AV purchased se chet eines sae 2 
Groceries purchased.......... 
Clothing purchased........... 
Given to church and charity... 
Recreation, entertainment..... 
Tobacco and other personal... 


*From U.S.D.A. Bulletin 1068, p. 54. 


The average size of family was approximately the same 
for each tenure class. It is interesting to note that the 
living cost of the average cropper family was only 55 per 
cent of that of the owner family, and that the living cost 
of the average share tenant family was only 71 per cent of 


1 U.S.D.A. Bulletin 1068, p. 51. The photographs are reproduced 
‘through the courtesy of the United States Department of Agriculture. 
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that of the average owner family. Moreover, there was a 
substantial difference in the quality, variety, and methods 
of preparation of food which made the comparison even more 
unfavorable for the tenant (especially the cropper) than the 
figures above would indicate. The figures do show, however, 
that in the form of fresh products, such as garden truck, 
dairy, poultry and pork products, the cropper received only 
about 41 per cent as much as the owner-operator, and the 
share tenant only about 75 per cent as much. The usual diet 
of operators who do not raise fresh meats and garden pro- 
ducts consists almost entirely of groceries bought at local 
stores, few of which handle fresh vegetables and fruits. As 
a result, these important constituents of a well-balanced diet 
are often wanting in the meals of those who do not have 
gardens. Furthermore, good milk is relatively hard to buy 
in many localities. It is the lack of these important articles 
of food, or their inferior quality when bought, that makes the 
money value of family living, as given in the foregoing table, 
an inadequate measure of the difference in family living 
standards. 

(6) Tenant’s difficulty in becoming a landowner: The small 
amount of annual accumulations of the tenant is one of his 
principal handicaps in becoming a landowner with the con- 
sequent improvement in his status as a citizen and as an 
asset to his community which such a rise in tenure would 
ordinarily mean. For the average share tenant to buy the 
farm he operated in 1919 on the basis of his 1919 accumu- 
lations of wealth, as revealed by the survey of certain 
black land counties previously referred to, it would require 
nearly twenty-eight years to pay completely for his farm and 
equipment. The average value of farms operated by share 
tenants included in the survey was $16,489. The tenant 
would have to farm more than thirteen years to complete 
payment, if he were required to pay in cash at least one third 
of the price of the farm and equipment before he could 
buy. The main difficulty in acquiring a farm, however, is 

t For details see U.S.D.A. Bulletin 1068, p. 30. 
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TypPIcAL TENANT HOMES 


Upper. The operator isa ‘third and fourth share’ tenant, 
beginning for himself in the black land ten years ago; 
worked as a carpenter three years; has never moved 
since beginning to farm, has accumulated from earnings 
an average of $83 per year. The land on this farm is 
among the most fertile in the black land. Note that crops 
are grown to the very door — a common situation on 
tenant farms in the black land. 


Lower. The operator, a share cropper, began for himself 
twenty-four years ago in Tennessee and farmed in that 
State ten years as a cropper, moving five times; he has 
moved eight times and has had four reverses in tenure 
during the fourteen years he has been in the black 
land; he attained the share tenancy stage and remained 
in it for one year only. Eleven people, including a 
married son’and wife, live in the house. The operator 
has lost an average of four dollars per year since he 
began for himself twenty-four years ago. 


(From U.S. Department of Agriculture Bulletin 1068) 


TYPICAL TENANT HOMES 
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not that experienced in paying out after a substantial equity 
has been built up, but rather that of building up the equity. 
It is clear that a long time will be required to accumulate 
an amount sufficient to pay one third down on a farm valued 
at nearly $16,500 out of annual savings of less than $150 
for the cropper and $300 for the share tenant." 

Of course, it is the high value of land which makes it so 
difficult for the tenant to accumulate enough out of his 
small annual surpluses to purchase a reasonable equity in a 


farm. Ever since 1869, the average value per acre of land 


in the black land section of Texas has been tending steadily 
upward. The rise was particularly marked in the decade 
from 1899 to 1909, and more particularly marked still in 
the decade from 1909 to 1919. Since 1919, for the first time 
in many years, there has been a considerable recession in 
land values. The rise in the value of land has accompanied 
a rising tendency in the value of the products raised on the 
land. With an average land value of less than $15 per acre 
in 1869, the increasing value of the yield had carried the 
average land value to nearly $25 per acre in 1879, to about 
$40 in 1889, to $50 in 1899, to $100 in 1909, and to almost 
$250 in 19192 

In spite of the smallness of the tenant’s average annual 
accumulation and in spite of the increasing difficulty of 
acquiring land owing to its almost continuous rise in price, 
many tenants have nevertheless actually been buying land 
and raising themselves from the tenure stage of tenant to 
that of landowner. They have been doing this, however, 
to an increasingly great extent by the use of borrowed 
money. The survey of black land counties revealed the fact 
that the average wealth used by the operator when begin- 
ning as an owner was only 49 per cent borrowed before 1889, 

t Bulletin 1068, p.30. ‘The largest and most difficult step in the land- 
tenure ladder has been that from tenant to mortgaged owner. The 
analysis of farm income figures has demonstrated that under average 
conditions: the process of acquiring land has become one of no small diffi- 


culty in many parts of the United States.’ (Yearbook, 1923, p. 565.) 
2 Bulletin 1068, pp. 10, 11, for details. 


114 EXTENSION OF BANK CREDIT 


whereas it was nearly 73 per cent borrowed in the decade 
from 1909 to 1919. The average wealth used at the begin- 
ning of the ownership stage was approximately the same 
at both periods.t There is, of course, a danger in relying too 
heavily upon borrowed money as the means of acquiring 
land. This point is well brought out in an article entitled 
‘Farm Ownership and Tenancy’ which appears in the 1923 
Department of Agriculture Yearbook. The following quota- 
tion is from pages 546 and 547: 


It will be apparent that buying farm real estate by borrowing 
money at regular interest rates with the purpose of paying it out of 
earnings must be difficult for the tenant farmer of average resources 
and ability in regions where net returns from the real estate average 
only three or four per cent.? It is true that if the expected incre- 
ments in income materialize, they will tend to ease the situation for 
the purchaser, but it is a very uncertain foundation on which to 
build a business if the farmer must depend in large part on borrowed 
money. Many a tenant, of course, was bold enough to take the 
plunge, and after surviving the difficulties of the earlier years, was 
carried upward by the tide of increments in incomes and valuations 
to a secure financial position. But many others, especially those of 
poor credit ratings or conservative dispositions, were undoubtedly 
deterred from embarking on a future involving so large an element 
of speculation. In fact, local studies have revealed many cases of 
tenants with sufficient capital to buy land who rented from pre- 
ference. Still other tenants ventured too late and were wiped out in 
the decline of prices which began in 1920. 


(7) Responsibility for the undesirable aspects of tenancy 
above outlined and discussed: It cannot be said that there is 
any one cause of the unfavorable aspects of tenancy which 


t Bulletin 1068, p. 37. 

2 The survey of black land counties showed the net return to the 
owners of rented land to be 5.9 per cent on capital invested. Aside from 
this return, increases in land values, for all land bought in the black land 
belt by the operators interviewed, equaled a net compound annual 
interest of from 8 to 9 per cent on the original investment. It is clear 
that this increase in the land value would be a large factor in enabling 
purchasers of farms to refund or repay indebtedness incurred. Of course, 
just the opposite would be the result in a period of decreasing land values 
such as we have had in this state from 1919 to approximately the present 
time. 
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have been discussed. They all arise from a condition of 
which each is a part and which each has helped to create in 
the process of interacting and intermingling with the others. 
The one-crop system, for example, is in part the cause of 
the farmer’s lack of working capital, and his lack of work- 
ing capital operates to bind him to the one-crop system. 
In short, we have a sort of vicious circle, in which each 
element of the less happy side of the tenant’s social and 
economic position is the cause of, and is in turn caused by, 
every other element. No doubt tradition and custom, born 
of the period immediately following the Civil War, when a 
‘cash’ crop was vital, gave the original impetus to the situa- 
tion. The one-crop system, with cotton as the one crop, thus 
became fastened upon the state and became the basis of 
credit to the farmer. To this day landlords and creditors 
generally look to the farmer’s cotton crop to the exclusion 
of everything else. There are now some, however, who have 
begun to foresee the ultimate effect of this attitude and are 
actively encouraging diversification as the only lasting basis 
of a sound agricultural policy. 


D. SUGGESTED REMEDIES 


Diversification: If the farming practice of Texas and if 
the entire business structure of the state could be divorced 
from the one-crop idea, a great step would have been taken 
toward correcting those abuses and deficiencies of our farm- 
ing system which have been the subject of comment in 
the above paragraphs. Considerable progress in this direc- 
tion has already been made, and as previously stated many 
landlords and creditors are taking a more far-sighted attitude 
toward the matter now than they have done heretofore. 
Their codperation is necessary to the success of a system 
of diversified farming. As long as the landowner is com- 
pelled to raise only cotton in order to obtain credit, and as 
long as the tenant is compelled to raise it in order to obtain 
land to farm, as well as credit, diversification will not be- 
come established as a part of our regular farming practice. 
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Enough data have already been presented in this chapter 
to show that the tenant does not diversify his crops as 
much as the owner does, although not a great deal can be 
said for the latter in this respect. But we have additional 
interesting information which is included in the table on the 
next page. The significant points brought out in the table 
may be summarized as follows: 


The best class of croppers, tenants, and owners, as measured by 
their ability to accumulate or farm profitably, raised more live stock, 
poultry, and garden and dairy produce, bought less groceries, planted 
more small grain and relatively less cotton than did the poorest and 
medium classes. Incidentally, these best classes made the smallest 
use of short-time credit. Comparing the best class of croppers, the 
best class of tenants, and the best class of owners among themselves, 
we find that the owners made the best showing in all respects men- 
tioned and that the share tenants made the next best showing.? 


While it would not be possible for some time to break away 
from cotton as the major crop, even if such a breaking away 
were desirable (which may be doubted owing to the adapta- 
bility of this country to the production of cotton), never- 
theless a decided beginning in that direction could be made 
if the farmers would raise more of their food and feed at 
home. This matter has already been extensively dealt with. 

It would seem that an easy way to make a start toward 
a diversified system of farming would be to encourage the 
breeding and raising of good live stock on farms. Aside 
from the fact that this would tend to put back into the soil 
the fertility which is now being mined from it, and aside 
also from the fact that live stock is one of the best forms 
in which the farmer can invest and build up his savings, the 
sale of the live stock and live stock products would be a 
constant source of revenue and would reduce very greatly, 
if not entirely eliminate, the present habitual dependence 
of the farmer upon the bank or the credit store for the means 
of defraying his current expense. 

Revamping the rental contract: As remarked several times 

*U.S.D.A. Bulletin 1068, p. 47. 


ECONOMIC ASPECTS OF COTTON FARMING 117 


RELATION BETWEEN THE DIVERSIFICATION OF FARM ENTERPRISES 
AND CLASSES OF ACCUMULATORS 


CROPPERS TENANTS 


ITEMS OF 
CORRELATION 


Number of opera- 


Percentage of all 
crop land plant- 
ed to cotton.... 

Percentage of all 
crop land plant- 
ed to small grain. 

Average number 
of animal units 
other than work 
BEOCE® 535 Sasso 

Average number 
of poultry per 


Average value in 
dollars of gar- 
den, fruit, poul- 


Average value in Mae 
dollars of gro- 
ceries bought.. 

Percentage of all 
operators 
class that ed 
short time cred- 
EM TOTO. ss. 210 


296 


53 


* ‘Animal unit’ as used here is the equivalent of one horse, one cow, or seven hogs-or 
sheep. Poultry is not included. 


during the course of this chapter, the farming system of 
this state cannot free itself from its present subjugation 
to cotton unless the great mass of tenant farmers are 
prevailed upon and encouraged to raise something besides 
cotton. This will not be practicable on an extensive scale 
unless the incessant moving about of the tenants is stopped. 
Their occupancy of farms must be made relatively stable 
and a spirit of closer codperation between them and their 
landlords must be created and fostered. The one-year con- 
tract must give way to a substitute that will encourage a 
continuous occupancy, but here we get into deep water 
because we are brought face to face with the human side 
of the question. Present practice is grounded deeply in 
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custom which makes it very slow to respond to new and 
better ideas. 

Remaking the tenant: The writer is convinced of one thing, 
however: no substantial progress is going to be made in the 
direction of diversification as a permanent policy until the 
average tenant is himself remade, so to speak. There must 
be a sort of intellectual, moral, social, and economic re- 
generation of the typical tenant farmer. This is a broad 
statement, but it is true. A very large part of the responsi- 
bility for those conditions in our farming practice which are 
unsatisfactory may be laid to the tenant’s shiftlessness and 
slipshod methods of tilling the soil. We must make a more 
substantial man and a better citizen of him, and teach him 
improved methods of farming. The codperation of land- 
lords and creditors, let it again be said, is indispensable. He 
must be taught to farm more intensively in order that he 
may raise more crop units on the same area cultivated, and 
he must be taught and encouraged to diversify the crops 
he raises.t_ All this is mainly an educative process and of 
course could be expected to accomplish tangible results only 
over a long period of time. But if and when the foregoing 
changes take place in the farming practice of this state, the 
farmers will have cheaper credit, because they will be bet- 
ter risks, and they will be a happier and more prosperous 
people generally. Much of the gambling element in their 
present farming practices will have been eliminated. 

* It is common knowledge that the German and Bohemian farmers 
of the south-central section of the state are among the most prosperous 
and progressive farmers we have. They shame the average native 
Texas farmer, because they farm intensively, conserve their soil, and 


save their money. (See Haney’s article in March, 1914, issue of Amer- 
ican Economic Review.) - 


CHAPTER V 
THE LIVE STOCK INDUSTRY 


A. BEEF CATTLE 


Area: Texas leads all states in the number of beef cattle. 
It is estimated that at the beginning of 1926, there were 
nearly 5,300,000 head valued at more than $105,000,000 
in the state.t The most important live stock area lies west 
of the hundredth meridian (i.e., westward from Harde- 
man, Foard, Knox, Haskell, Jones, Taylor, and Runnels 
Counties) and north of the latitude of San Angelo. Reference 
should be made to the accompanying map. Cattle are also 
raised extensively in the Edwards Plateau country, and in 
the Gulf Coast region from the Rio Grande River to the 
vicinity of Houston (see map). 

Marketing seasons: From the southern and southwestern 
section of the state, cattle begin to reach the market fairly 
early in the year, the winters being open so that cattle can 
pasture well through the winter and early spring seasons. 
Stock will move out of that territory as early as the last 
of February and the movement will continue to about the 
middle of June. As we come farther north through the cattle 
country, however, the season is later because the winters 
are longer and pasturage is consequently not available so 
soon as in the more southerly sections of the state. In the 
panhandle country, the farthest north cattle-raising area 
of the state, the principal movement may not take place 
until the fall of the year. Owing to the wide distribution of 
the cattle-raising areas of the state and owing to the differ- 
ences in climatic conditions, it may be said that the live 
stock markets are receiving cattle from one district or an- 


other throughout the year. 
Cattle are usually marketed through commission houses 


t Texas Almanac, 1926, p. 115. 
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LIVE STOCK PRODUCING AREAS 


1. Most important area. 

2. Second most important area. 

3. Third most important area. This is the 
Edwards Plateau, the world's principal mo- 
hair producing region and one of the most 
important wool producing sections of the 
United States. 
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located at the principal live stock markets of the country. 
These houses receive shipments on a consignment basis. 
A dealer’s commission is charged for the merchant’s services 
in disposing of his client’s cattle.* 

Classes of cattle: The staple beef animal is the steer. 


© Goats, sheep, and hogs sent to market are handled on practically 
the same basis as cattle. 
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An aged steer is one that is three years or more of age. This 
class generally comprises the best beef cattle. Cows, 
calves, heifers, and bulls in addition to steers, are all sold 
for meat. The lowest class of beef cattle is made up of 
common or canner cows. Such animals have survived their 
usefulness for breeding purposes and often, in addition to 
being old, are poor and broken down, with the result that 
they are fit only for making canned meats. The average 
yearling steer or heifer will weigh around 500 pounds. The 
two-year-old steer will weigh about 600 pounds, and the 
three-year-old steer will weigh between 700 and 800 pounds. 
Cows will weigh from 600 to 900 pounds. Prime feature 
stuff may weigh as high as 1200 pounds or more. 

With regard to the purpose for which they are being kept, 
cattle are usually divided into two classes — feeder cattle 
and stocker cattle. It is essential that the banker under- 
stand clearly the difference between these classes, inasmuch 
as they do not stand on the same footing as collateral for 
loans. Feeder cattle are those which, as the name implies, 
are being fattened for market, usually on some feed other 
than natural grass. The feeding process will generally take 
only a comparatively few months, with the result that 
after entering the feeder stage cattle are usually only one 
step away from the market. Therefore they are, as a general 
thing, more desirable as security for loans than any other 
class of cattle, for they actually constitute liquid collateral. 
Stocker cattle make up a class which is usually considered 
broad enough to include all cattle that are not feeders. 
More specifically, the class includes grass-fed stock which 
is not necessarily being prepared for slaughter within a 
short period of time, and also the so-called ‘she-stuff,’ 
which term includes cows and heifers retained for breeding 
purposes. Younger animals, which are not being prepared 
for market, are also included in the stocker class. It may 
be remarked that the usual maturity limit on feeder loans 
does not exceed four months, whereas stocker loans may run 
from six months to as long as three years, the latter limit 
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being common for loans on breeding cattle. Since the feeder 
loan is usually made for a shorter time and is usually secured 
by more liquid and more readily marketable collateral than 
the stocker loan, the margin of security required by creditors 
is smaller in the former case than in the latter. On the other 
hand, it should be said that loans against good breeding cows 
have a certain self-liquidating feature which often makes 
them attractive to bankers and other live stock financing 
agencies. The increase from the cows will be the source 
from which liquidation of the loans will come. It may be 
said that at the present time a cow is more valuable for 
breeding purposes than for beef, because her calf is worth 
almost as much on the market as she is. Her value as a 
canner cow plus the five or six calves she will have during 
her period of usefulness may be greater than her value as a 
mere beef animal, even after making allowance for the ex- 
pense of keeping her.? Practically all loans on cattle in Texas 
are stocker loans, as very little feeding is done. 

Basis of extending bank credit to the cattle man: The prime 
consideration here, as elsewhere, is the moral risk. It is 
important in the case of the cattle man, even though his 
cattle be pledged as security, because the creditor does not 
actually have physical control or possession as regards 
the collateral. That is left in the hands of the borrower. 
The creditor is dependent upon the good faith and honesty 
of the borrower as a guarantee against the conversion of 
the cattle and as a warranty that they will be properly cared 
for. 

Usually the landowner or ranch-owner is a better risk 
than the cattle man whose only substantial asset is his 
cattle. The landowner is more settled and stable. Moreover, 
if his land is not too heavily encumbered, it affords a margin 
of protection for the loan which, of course, is not available 
in the case of the cattle man who rents land. Finally, the 


* This is the opinion of one of the most prominent cattle men of the 
state and one of the largest west Texas bankers, and was given the writer 
in a personal interview. 
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landowner has no pasture rent to pay which, for the land- 
less cattle man, is very often a heavy expense. 

The banker should give consideration to the amount of 
pasturage which the borrower owns or has leased, the amount 
of feed he has available, and to his equipment in general, in 
order that as nearly as possible, an accurate knowledge 
of his ability to care for his cattle may be had. Without 
adequate pasturage and feed, the borrower may suffer 
considerable embarrassment during the prolonged droughts 
which are not uncommon in our range country. If the 
borrower is short of feed, the banker is running the risk of 
having to advance more funds than he originally anticipated 
in order to see that his collateral later on is maintained in 
proper condition.? 

Most loans to cattle men are collateraled by the pledge of 
the actual live stock. As previously pointed out, the feeder 
is a more desirable type of loan, generally speaking, than the 
stocker. Stocker loans prevail in Texas, and it is stated 
that, in making them, margins of 25 to 50 per cent are 
usually required.? Owing to the greater hazard surrounding 
the handling of cattle on the open range, stocker loans 
made against such cattle usually call for somewhat greater 
margins than other types of stocker loans. : 

The borrower will generally list the security on a chattel 
mortgage which will be attached to the note given the bank. 
The cattle will be described as to kind, ages and brands. 
If cows and heifers are included in the collateral, the mort- 
gage should contain a clause pledging the increase from the 
animals, inasmuch as the increase may ultimately have to 
be depended upon for the liquidation of the debt. The 
mortgage should also contain a certificate by the clerk of 
the county in which the cattle are located and the clerk 

t In speaking of feed here, we are not to get the impression that the 
borrower would be feeding his cattle for market. The borrower would 
resort to feeding simply to keep his cattle alive during periods of pro- 
tracted drought when the pastures were no longer available. 


2An Analysis of the Business Methods of Cattle Loan Companies, 
by V. H. Newman. University of Pennsylvania, 1922, p. 24. 
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of the county in which the mortgagor resides (if his county 
of residence is not the same as that in which the cattle are 
located) to the effect that the records of the county show 
that no other mortgages against the cattle are of record. 
If the loan is for a substantial amount, an inspector’s 
certificate should be obtained from an independent in- 
spector or appraiser who has verified the count of the collat- 
eral as given in the chattel mortgage. The banker will 
also, of course, keep in mind the current market prices for 
cattle of the type which are being offered him for security. 
He should always pay close attention to the market, in 
order that he may protect himself against serious loss from 
price declines. 

Even though the loan may be secured, but more particu- 
larly if it is not secured, the banker will be interested in 
analyzing fairly closely the financial condition of the bor- 
rower as reflected by his statement of assets and liabilities. 
For purposes of illustration, financial statements of two 
cattle men will be analyzed at this point. 


' FINANCIAL STATEMENT OF C. T. AS OF JANUARY I, 1924 


Assets 

6100 acres land in F. Co. with 15 houses. . . $125,000 
500 cows and heifers @ $15..........-.. 7,500 
1500 3 and 4 year steers @ $25....... See) BAS) 
£O00:2: year steers) Hier cceeee cea oes oe 18,000 
200 calves and yearlings @ $8........... 1,600 
160 horses and mules @ $50............4. 8,000 
Equipment and farm machinery........... 1,500 
Feed, corn, hay, cotton seed.............. 8,000 
Bank stock iinet nieetee oe ce ee 6,000 
Notes and accountsins <¢ cece sbesinceaiee are 2,000 
BS Te SEC CR Ori eC Rae os ale: sessile sicist meee SOO 

$217,600 

Liabilities _ 

Owing ‘oni live stock <1, «chase eetls enna eee $25,000 
Owinsson landion.. «tere ae aera 19,000 
Miscellaneous, depts.cs ce asm cameras meee 500 
INET WORTH ch atiues sities aware lat abaiyi 173,100 
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The statement of C. T. makes a satisfactory showing. 
Indebtedness is in reasonable proportion to net worth — 
particularly since the borrower’s live stock appears to be 
conservatively valued and affords ample margin to protect 
all current debt. The real estate is valued at slightly more 
than $20 per acre — too high, if the land were purely ranch 
land. But its location in Franklin County would indicate 
that a large portion of it is suitable for farming, which would 
tend to make it more valuable than ordinary ranch land. 
The statement lists some farm machinery. It is noteworthy 
that the borrower has $8000 of feed on hand to supplement 
his pastures. Since spring grasses will be available shortly 
after statement date, he should have to borrow no more on 
account of feed requirements. 

On page 126 will be found comparative statements of a 
cattle man who fared very ill during the severe depression 
of the cattle industry in late 1920 and through tg21. 

The statement, dated January I, 1920, represents the 
condition of the borrower before the period of depression. 
The cattle are carried at the high values then prevailing. 
Current indebtedness is nominal. On the whole, the state- 
ment does not make an unsatisfactory showing. The other 
statement is dated nearly three years later, and shows 
that during the period about one half the borrower’s net 
worth was lost. Moreover, a very heavy burden of in- 
debtedness was incurred — total debts (nearly two thirds 
current) being in excess of net worth by about $14,000. 
Attention is called to the decrease in the live stock item. 
A careful check of the detailed schedules of the live stock will 
show that the decrease was occasioned principally by a re- 
duction of the valuations placed upon the stock. This, of 
course, was in sympathy with the great fall in prices which 
took place in 1920 and 1921. Thus a large part of the de- 
crease in net worth is accounted for by a depreciation of 
live stock inventories. The remainder no doubt represents 
actual operating losses. The cattle man has probably had 
to make sales at less than the actual cost of the cattle, and on 
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FINANCIAL STATEMENT OF R. D. F. AND SONS 


I-I-20 II-I-22 
Cash i anicaete aman meee oe $2,000 $ -oO- 
Réceivabléss.ctsectsecsvaes —O- 1,950 
Live stochiivicenss ects oes 177,850 108,650 
Heed Fis spc ease ed Ios 17,600 3,350 
Ranch (11,000 acres)......... 202,240 204,800 
Eqiipmeéntes ie wa «acne nares 6,575 6,350 
Othersassets.i(biec's. oc Sane aes oe —o- 1,500 
Lotal assets: 6 vajesca aaa $406,265 $326,600 
Due on live stock ........... $11,100 $98,798 
Other payables ..........s0+ -o- 7,603 
Miges.onstanch saver acc spa os 80,000 63,700 
LOtal debts <s'<isirajs0 asi 91,100 170,101 
NET; WORTH 42 ascwaswaec ee 315,165 156,499 
iL Otalt cane teen waciens $406,265 $326,600 


Live Stock Schedule 


I-I-20 
1250 2 yr. steers @ $80 .......... $100,000 (graded) 
200 3 yr. steers @ $100 ......... 20,000) (a) 
T5O0'COWS Gy P250'%. seks ccicueee 37,500 (reg’d ) 
1o milk cows @ $100 ......... 1,000 (graded) 
4 herd bulls @ $2500......... 10,000 (reg’d_ ) 
30 Hereford bulls @ $150 ...... 4,500: a) 
26 horses @ $100 J. -. 3. ee es =o 82,000 
11 work mules @ $150......... bei top: — ee 
20 red hogs @ $25 ...........- ___500 (graded) 
$177,850 
Live Stock Schedule 
II-I-22 
1000 2 yr. steers @ $40 ......... $40,000 (graded) 
100 heifers — 1’s and 2’s @ $150. 15,000 (reg’d ) 
E50 COWS (G). $200. 6c cnmanaw ney sos 30;000 gee) 
110 calves @ $75 ....cecccesece 8250 ey 
16 bulls @ $100....... ae aie'e Vicia ee 1 000% (ea ee 


to milk cows @ $50........... 500 (graded) 
30 horses and mules@ $100.... 3,000 


5 herd bulls @ $2000...... ++. 10,000 (reg’d ) 
BO HOgs IplO teenies ote sie ais 300 (graded) 
$108,650 


top of this has had heavy interest charges, taxes, and other 
operating expenses to meet. These expenditures, together 
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with the necessity of caring for serial maturities in the land 
debt, have doubtless caused the heavy increase in current 
liabilities. It should be noted that a substantial part of the 
live stock holdings is made up of registered stock, which, 
owing to the fact that it is not so readily marketable as 
ordinary beef cattle, is difficult of valuation. 

The condition of the cattle man on November 1, 1922, 
was precarious. 

Depression in the cattle industry: In 1917 and 1918 most 
of the cattle-raising districts of Texas suffered from a 
severe drought. This condition added materially to the 
already high costs of production which accompanied the 
great expansion of the industry during the war years. 
It is this expansion, however, which was the most im- 
portant cause of the heavy losses which cattle men suffered 
during the two or three year period following the general 
collapse of 1921. The great cry during the war was for an 
increased meat supply, and the stock men responded by 
adding heavily to their herds and increasing their invest- 
ment in ranch holdings — all at very high prices, and in 
large measure on borrowed money. Fresh beef exports in- 
creased enormously during the war years and it was largely 
in response to the foreign demand that the cattle indus- 
try expanded in such an extraordinary manner. In Ig19, 
however, our exports suffered a marked decline, which con- 
tinued until approximately the present time. The effect was 
a severe drop in the price of beef cattle which bankrupted 
the more extended cattle men and caused heavy losses 
throughout the industry. The following table compiled from 
statistics published in the Department of Agriculture 
Yearbooks for 1923 and 1924 will throw considerable light 
upon the points brought out above. 

It is interesting to observe from the table that the 
slump in cattle prices accompanied the falling off of the 
export demand for fresh beef. The resulting hardships 
which befell the cattle men would not have been so severe if 
domestic consumption had increased to compensate for the 
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U.S. Consump- 
TION OF BEEF 
(Pounds 

per capita) 


WEIGHTED AVGE. 
FARM PRICE 
(per 100 lbs.) 


BEEF Exports 


YEAR* (Pounds) 


TOL Facer e en es 8ST 75,700,000 $4.76 
LOU Ti sese visio tense exer 4 42,500,000 4.45 
TOU2: 2 esate pees Hf 15,300,000 5.15 
TOUS ais eee saeeeee 8 7,400,000 5.91 
LOE Aria raaifa\ ote ants ae 3 6,300,000 6.24 
NODS 5 oss teen oneteiore ane .O 170,400,000 6.00 
TOTO. s ccane:sreirale aie 13 231,200,000 6.47 
TOLLS. cerngaiere misters aa 197,200,000 8.16 
LOLS sroletectis aioeseusiene 2 370,000,000 9.44 
TOROM ea tres Severe eee. Xo) 332,200,000 9.56 
EQ2 Oise wnere caren 2 153,500,000 S42 
OVE ihe Sinise Go oF 7 21,100,000 5.46 
LO22 eee cies s 4 4,000,000 5.48 
L238 ices’ Sane oie bee aes 5 4,000,000 5.57 
TQOA re Arnetie's etost nate .6 2,800,000 4-14 


I = ears end December 31st, except for figures on exports, in which case years end 
une 30th. 


T Corresponding figures for 1907, 1908, and 1909 were 79.7, 72.4 and 76.2 respectively. 


loss of the foreign markets. There has been no appreciable 
increase in domestic consumption, however. In fact, con- 
sumption is considerably less than it was during the period 
from 1907 to IQII. 

Outlook for the industry: During the period of liquidation 
in the industry — i.e., from 1921 to about the present time, 
when creditors have had to insist that their advances be 
substantially reduced, if not entirely liquidated — the best 
beef animals were thrown on the market in profusion. And 
owing to the weakened condition of the stock man, he has 
not found it practicable to carry his young animals until 
they become aged stuff; instead he has been under a strong 
inducement to market them as calves and short yearlings. 
Consequently, at the present time, there is a great scarcity 
of steers of all ages. There are many old cows, however, 
but a large proportion of them are reaching the age when 
they will no longer be fit for breeding purposes; and since, 
for the reason above stated, calves have been sold instead 
of retained for breeding purposes, it is probable that the 
supply of the more desirable beef animals, regardless of 
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age or class, will be greatly reduced. This condition should 
give rise to better prices and better times for the industry. 

Cost of producing cattle in the northern range country of 
Texas: Before the discussion of the beef cattle industry is 
concluded, it may be of interest to call to the reader’s atten- 
tion what appears to be the only cost study thus far made 
in connection with the production of range cattle in Texas. 
The study is in the form of a Preliminary Report of the 
Bureau of Agricultural Economics and the Bureau of 
Animal Husbandry of the United States Department of 
Agriculture and bears the date of April 1, 1924. It covers 
fifteen ranches having nearly 39,000 cows (and their calves) 
located in the northeastern range area of the state. The 
area is bounded by Archer, Hardeman, Crosby, and Jones 
Counties. The Report states that the range and climatic 
conditions and the general methods of operation prevailing 
on the ranches studied are applicable to the majority of the 
ranches located within the area lying approximately one 
hundred and fifty miles west and slightly north of Fort 
Worth. The ranches studied are operated strictly as cattle 
breeding establishments and rarely are early spring calves 
kept on the ranches later than November 1st. They are 
sold to local buyers, on the open market, or directly to corn 
belt feeders. A comparatively high percentage of the heifer 
calves are usually shipped as vealers during the summer. 
Late summer and fall calves are sometimes held until the 
following spring and are sold as short yearlings. The study 
covers the years 1920, 1921, and 1922. Very complete and 
accurate records were kept on each of the ranches studied. 


1. CAPITAL REQUIRED TO OPERATE THE AVERAGE 
RANCH 
The amount of capital required to operate a ranch is often 
underestimated. The average investment per 100 cows on 
the fifteen ranches in 1922 was as follows: 


t Since writing the above in 1924, cattle prices have improved by 
about 15 percent. —- 
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Buildings and improvements .......-+- $1,164 
Cattle investment .cvcesans> senses os 6,730 
EQuIpMent «.. cee sme cv-ewalsthe vs wees 's'> 547 
Deeded land......... SP WOE PE ee _ 12,254 

Total, ix tpinbeeevebebarnsaaace $20,695 


With an average calf crop of 66.9 per cent, the average capi- 
tal investment per 100 calves would be approximately 
$31,000." a 


2. Cost oF CARRYING A Cow ONE YEAR 


Figures were compiled to show the average cost of carry- 
ing a cow one year on the fifteen ranches, more than 38,000 
head being included in the study. On reference to the table 
on page 131, it will be noted that there was a substantial 
decline in both operating cost and deduction from profits 
from 1920 to 1922. The approximate cash outlay of the 
ranchman (or the ‘net cost,’ according to the report) is made 
up of the operating cost items and the interest and lease 
rentals actually paid out. The net cost in 1922 was $20.07. 
The gross cost was $27.22, which included interest on the 
operator’s investment and a return for his labor. The table 
is presented as possibly indicating what it cost during the 
years in question to keep other mature cattle. 


3. Cost OF PRODUCING A CALF 


The table on page 132 will probably be more interesting, 
however, since it measures the cost of producing calves to 
weaning time, the product which the ranches were actually 
engaged in producing for the market. Cattle producers on 
the average made no profits above their net or cash costs, 
but lost $4.59 per head on their calves in 1922. As shown in 
the table cash costs amounted to $30.00, whereas the average 
sale price for the top steer calves sold was only $25.41. If the 
vealer-heifer calves and the cut-back steer calves be in- 
cluded, the price received would be lower than $25.41.2 The 
table shows a gross production cost in 1922 of $40.37 per 


® Report, p. 12. 2 Ibid., p. 6. 
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_Cost oF CARRYING A RANGE Cow ONE YEAR ON FIFTEEN RANCHES 
SOUTHWEST OF WIcHITA FALLs, TEXAS 


(Total of 38,511 head — 1920, 1921, 1922) 


AVERAGE Cost PER Cow 


Items oF Cost 


Gross cost of carrying a breeding cow.... 
Ra pprateny=COS>S.. sass Sea oie Metin te ba 
Deduction from profits............... 


Operating cost: 
Feed (cost of winter feed)............ 


RCOAITSSEG Lites snelae ye ote eee ees 
Misco ANCOUSs: te sieicus ce ons 30 get oR 
Taxes on land and cattle............. 
WIESE OSS atece ail ae, wa" aia See Sie als 
Depreciation: 
On: breeding herds): 5.05 o/c oes sss 
Onvequipment F.9.c5<. 400840 2c. 5 
On IMPLroVvenlents ssa.c0b 08s 56 Ha Ps 


Deduction from profits: 
On grazing land: 


Leases paid on land...... SCOLEtE Oe 237, 

Interest: pare om land.” 5 <0 ala). soieese.es e+ 3.86 

Interest on operator’s investment*.. . 6.23 
On cattle: 

Interest paid on breeding herd*..... 3.07 

Interest on operator’s investment’*.. . 1h Seed 
Interest on equipment @ 6 per cent... -35 
Interest on working funds @ 6 per cent : 


Labor performed by ranch owner...... 


*Interest on land notes at 7 per cent, interest on cattle notes at 8 per cent, these 
being average rates actually paid; interest on operator’s investment at 6 per cent, 
approximate ‘net’ current interestrate. See page 4 of the Report. 
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Cost or Ratstnc A CALF UNTIL WEANED ON FIFTEEN RANCHES 
SoUTHWEST OF WICHITA FALLS, TEXAS 


(Total of 25,590 head — 1920, 1921, 1922) 


AVERAGE COST PER CALF 


Items oF Cost 


Gross production cost at weaning time... 
Operating ‘costcsa otek s.02 saat ree © 
Deductions from profits..........--.- 


Operating cost: 


Depreciation: 
On breeding herdvev<s |. fae soteres 
Oneqtiprmientsos tee core wee acne 
On improvements................ 


Deduction from profits: 

On grazing land: 
Leases paid on land..............- 
Interest paid on land*............. 
Interest on operator’s investment *.. 

On cattle: 
Interest paid on breeding herd*..... 
Interest on operator’s investment *.. 


Interest on equipment @ 6 per cent... 
Interest on working funds @ 6 per cent 
Labor performed by ranch owner...... 
* Interest on land notes at 7 per cent, interest on cattle loans at 8 per cent, these being 


average rates actually paid; interest on operator’s investment at 6 per cent, approximate 
‘net’ current interest rate. See page 8 of the Report. wae 
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calf, which means that the calf would have had to bring 
$40.37 at weaning time‘ to enable the operator to defray all 
operating expenses and overhead and at the same time earn 
a six per cent return on his own investment (certainly a 
reasonable amount if the cattle man is to remain in business). 

The table reveals also two other interesting facts. If the 
operator had not been burdened with interest payments in 
the amount of $7.88 per calf in 1922, he would not have 
operated at a cash loss that year, and might, on the other 
hand, have made a small profit on his investment. Deprecia- 
tion charges against the breeding herd were heavy. The de- 
preciation represents the difference between the original cost 
and what the cows and bulls will bring at the end of their 
useful years in the herd. It is one of the largest items of cost, 
and ability to reduce it is a true test of efficient management. 
Lengthening the period of usefulness of cows, by interchange 
of bulls among operators, for example, is advisable under 
some conditions as a means of decreasing the depreciation, 
but a more generally applicable plan under prevailing range 
conditions seems to be in practice on a certain ranch studied 
in the report. The report at page 21 reads as follows: 


On this particular ranch, the top heifer calves from mature 
cows are kept to replace the cull cows. The heifers are bred to 
calve at two years of age and extra care is given them at the time. 
Very close attention is paid to the older cows during the winter and 
when one fails to winter in as good flesh as is considered that she 
should, she is remembered. If she fails to calve in the spring, she is 
shipped with the calves from the two-year-old heifers in June or 
July. If she does calve in the spring, her calf is shipped with the 
calves from the two-year-old heifers in June or July, the old cow is 
thrown on good grass and ordinarily will fatten during the summer. 
In either event, the cull cows generally go on the market as grass fat 
cows and yield from two to three times the returns that they would 
ordinarily yield as canners. A total depreciation of $30 over a 
period of eight years is not unusual under the most common practice 
of selling cull cows as canners, but the above system has reduced the 
depreciation to approximately $10 per cow on a particular ranch 
over the same period of time. The annual replacement of bulls at 
present is approximately 25 per cent and of cows 12.5 per cent. 


2 When the calf would weigh about 400 pounds and be nine months old. 
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4. OTHER Factors TENDING TO MAKE RANCH OPERATIONS 
UNPROFITABLE 

In some cases, the value of the land in the ranches studied 
was not based upon its carrying capacity (the proper meas- 
ure of value), but upon its adaptability for agricultural pur- 
poses. The average inventory valuation of land was $10.52 
per acre’ The returns from cattle in most cases barely 
covered operating expenses, allowing no return on the in- 
vestment nor any wage for the operator. 

Over-grazing of the range is one of the chief faults to be 
charged against the average cattle man. In recent years, his 
desire to reduce his heavy burden of indebtedness has led 
him to force his land to carry all cattle possible with the hope 
of producing larger returns per land unit. If such a practice 
should be pursued continuously for a sufficient length of 
time, it would result in stunting the growth of and ultimately 
in killing the forage. ‘The financial loss resulting from over- 
grazing is so great that it cannot be even approximately 
estimated.’? During 1922, according to the report, the rate 
of stocking varied from 47 to 118 cow units’ per section. 
The average in 1922 was 60.4 cow units per section on all 
the ranches. The average for 1921 was 55.2; for 1920, 46; and 
for the three-year period, 53.8 per section. The average 
amount of grazing land utilized per cow unit in the three- 
year period was I1.9 acres, and varied from 6.2 acres to 15.4 
acres on individual ranches. 

A very important factor in reducing the cost of producing 
calves is the size of the calf crop, which is influenced by 
range conditions, the number of cows per bull, and whether 
the bulls are removed from the cow herd a few months dur- 
ing the late fall and winter for conditioning.4 On ten of the 


x Report, p. It. 2 Report, p. 11. 

3 A cow unit is the equivalent of a cow averaging 900 pounds in 
weight, and for purposes of comparison, all classes of cattle have been 
converted into cow units in order to get a more accurate method of 
measuring carrying capacity. (Report, p. 11.) 

4 Scant range during the spring and summer invariably results in a 
small percentage of calves the next spring. (Report, p. 13.) 


THE LIVE STOCK INDUSTRY 135 


fifteen ranches, the bulls were taken out of the cow herd in 
the fall for conditioning and were returned about June 1 of 
the following year. On the other five ranches, the bulls were 
kept in the herd during the entire year. The ranches on 
which the bulls were removed from the cow herd had a 77 
per cent average calf crop for the three years, and on the 
ranches where the bulls were not removed from the herd 
the average calf crop was 64 per cent for the same period. 
The conditioning of the bulls was, in a measure, directly re- 
sponsible for a 20 per cent increase in the number of calves 
dropped. Uniformity of calves and a saving of feed in winter- 
ing cows are results of the practice that are real advantages. 
The saving of feed comes from the fact that if the cows are 
bred in the summer, they will drop their calves the following 
spring, instead of throughout the year. A calf dropped in the 
spring of the year can be weaned in the fall and sold before 
the cow has to be winter-fed. A cow with a calf at her side 
will consume a great deal more feed than she will if she is 
alone. Improvement in his breeding methods could be one 
of the ranchman’s most important contributions to the 
solution of the difficulties in which he now finds himself. 


B. THE SHEEP AND GOAT INDUSTRY 
I. SHEEP 


The sheep country: While sheep are found over a large part 
of central, north central, and west Texas, the principal 
sheep-raising section is in the Edwards Plateau region of 
southwest Texas, centering around San Angelo and Kerr- 
ville. (See the map on page 120.) In the northern part of the 
Plateau, grasses are fairly abundant, and cattle are grazed 
along with the sheep. Farther south, however, the grass 
gives way to brush and weeds, and sheep predominate over 
cattle. Goats are alsorun in this section. Still farther south, 
grass and weeds are supplanted by brush and scrubby 
vegetation and goats predominate. The Plateau is the fore- 
most goat-raising area of the world, and one of the principal 
sheep-raising areas of this country. 


136 EXTENSION QF BANK CREDIT 


Number of sheep in Texas; wool production: According to 
government figures, there were 3,246,000 sheep on the farms 
and ranches of Texas on January I, 1925 — the greatest 
number ever recorded. The estimated value of the sheep 
was in excess of $24,000,000. The production of wool in the 
state has been as follows: 


YEAR -? PRODUCTION ” YEAR PRODUCTION 
(pounds) (pounds) 
TOV O ics sioterste ae 10 9,000,000 TOUS fc ac wah saves 11,800,000 
TOE Ll eiste nia ato a 9,450,000 T9lQLe rsa nwes poe 14,486,000 
TQI25 vaiecesc 0 ie.6 9,100,000 192015 sleavicw.selwies 18,200,000 
TORS sia voce eeeee 8,775,000 LOD sia s eawncawiam 18,000,000 
TOLA teen Petrie 4-.8,043 000.) Gi NOZ2 sia sae ia sina ae 19,300,000 
TOUS craic cig s-4-aiee 9,750,000 IGZSe oes cane ate 19,700,000 
TQ UO weareiewsetelsin's 10,250,000 T1924 ibis sea wleie.ae oo 22,223,000 
TOLT Saccie herpes acs 10,040,000 IO28 0a cee swuewes 25,690,000 * 


*Texas Almanac, 1926, p. 116, 


During the past two years, the clip has been sold for around 
forty to fifty cents a pound in the grease. 

Shearing season: About two thirds of the sheep are sheared 
only once a year, in the spring, during the months of April, 
May, and June. About one third are sheared both in the 
spring and in the fall, the fall clip occurring in September 
and October. About four pounds of wool per sheep are ob- 
tained at each clip, except that, in the case of those sheep 
which are sheared only in the spring, the yield will be about 
eight pounds. It is clear that the spring clip is more im- 
portant than the fall clip. The marketing season for the 
spring clip usually extends through May, June, and July, 
and that for the fall clip through October, November, and 
December. The banker financing the sheep man may look 
forward, therefore, to two seasons of liquidation or reduction 
of the loans he has made. 

Rambouillet is the characteristic sheep breed of the state, 
and Texas is noted for the fine quality of its wool. In fact, 
the industry in Texas has as its object the production of wool 
rather than mutton. In other sections of the country, not- 
ably in the Middle West and East, the production of wool is 
often secondary to the production of mutton. 
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The production of lambs: Lambing takes place in April and 
May, but is usually completed before shearing begins. The 
sheep man ordinarily retains his lambs, the ewes for replace- 
ment purposes, while the wethers are kept until they are 
yearlings or older. In favorable years, the wethers are 
fattened on winter pasturage and shipped to market in the 
spring as yearlings. They go mainly to Kansas City and St. 
Louis.* Many lambs are shipped in the fall, however, but 
since they are usually not fat enough to go directly to 
slaughter, they are purchased by middle western feeders and 
fattened in the feed lots of the central states. Old ewes are 
culled from the flocks in the fall of the year, and are shipped 
to market along with the lambs. September, October, and 
November are the months when the movement brineipally 
takes place. 

General methods in handling sheep; wool marketing: There 
are very few exclusive sheep men. Most of them run cattle 
and goats in addition to sheep. As previously indicated, the 
cattle eat the grasses, the sheep eat weeds, and the goats eat 
brush, shrubs, and other coarse vegetation which is not 
attractive to either cattle or sheep. Thus, in a measure, the 
animals supplement each other and the running of all three 
classes is conducive to the fullest ultilization of the range. 

Inasmuch as there is no public domain in Texas (as there 
is in a large part of the range country farther west), sheep 
men either own their ranches outright or lease them. The 
land is worth from $5 to $15 per acre — the latter value 
usually attaching to tracts with some farming potentialities. 
Moreover, it is becoming more and more the practice for the 
open range, with its sheep herders, to give way to the en- 
closed or fenced pasture. The capital expenditure entailed 
in fencing the ranges is very heavy, but the ranging of sheep 
in enclosed pastures has so many advantages over open 
range methods that it is evidently proving to be economi- 
cally sound. Among the advantages may be mentioned the 
following: The sheep are permitted to run loose. Thus there 

The Wool Growing Industry, U.S. Tariff Commission, 1921, p. 192. 
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is less trampling of the forage, and asa result, it is estimated 
that a given pasture will carry twice as many sheep as under 
the old system.t The number of herders can be reduced by 
one half, thus effecting a large.saving in labor expense. The 
sheep thrive better, have better and cleaner growths of wool, 
and produce bigger lamb crops. The danger of loss from 
straying and from predatory animals is minimized. It is 
worth noting that under the system of enclosed pastures, 
sheep are run in comparatively small units. The majority of 
sheep raisers have holdings of only from five to ten sections 
of land and run from 600 to 1000 sheep. There are very few 
owners with land holdings as large as 100 sections. 

The sheep man may market his wool in any one of several 
ways. A large part of the clips in Texas have, in the past 
few years, been contracted long before the wool was ever 
taken from the sheep’s back. Buyers from the great eastern 
markets of Boston and Philadelphia and from Chicago, St. 
Louis, or other centers, anticipating a short yield or a rising 
market, will buy up the clip months in advance of the shear- 
ing season. Usually advances are made to the grower against 
the prospective clip. On the other hand, a large part of the 
clip is not sold until shearing time, when it is the subject of 
bargain and sale, either at the shearing shed or at the ware- 
houses located in some wool center, such as Kerrville, Del 
Rio, Menard, or San Angelo, where wool is concentrated. 
Some wool is consigned directly to the large dealers in the 
important wool centers above mentioned. Boston is the 
leading wool market of this country. A substantial portion 
of the Texas clip is sold for the producers by merchants or. 
bankers, either at auction or by private treaty. 


* The Wool Growing Industry, U.S. Tariff Commission, 1921, p. 191. 

2 It is a striking peculiarity of the wool market of this country that, 
although from 550 to 750 million pounds of wool with a total valuation 
ranging from $112,000,000 to $350,000,000 are handled annually, there 
is no established public market for the commodity, corresponding with 
the great London wool auction sales, for example. This is especially re- 
markable, since nearly all of the wool passes through two or three leading 
centers. 
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The buyer bases the price he offers upon the estimated 
scoured content of the wool.t_ He has fixed scoured limits on 
the various grades delivered at seaboard or other market 
centers, and from these limits he works back to the value of, 
or the price he can pay for, the wool in the grease.2 Owing to 
the wide range in the quality of wool, and in its length, 
character, shrinkage, and adaptability for special uses, the 
trade in the commodity is very speculative. Future trading 
is impracticable. The only ‘hedge’ for the dealer which is 
really at all effective is his own judgment. He must depend 
upon being able to operate with an excess of profit over loss 
over a series of years.3 It is the dealer who runs the largest 
speculative risks in the wool business, because he carries 
the clip from the time it leaves the grower’s hands until the 
mill buys it to take care of orders. 

Financing the sheep man: Short term loans from banks are 
used mainly for running expenses. Borrowing begins about 
Christmas to care for winter costs, such as feed, labor, and 
supplies. Between February and April, depending upon when 
shearing and lambing begin, additional credit is needed for 
those operations and to carry the wool until it is sold. The 
sheep man usually depends upon the proceeds of his wool 
sales to pay the expenses incurred during the winter and 
spring. Should the funds from that source be insufficient 
to meet the expenses, further short term loans may be made 
to mature when the lambs are disposed of in the following 
fall. Unfavorable seasons, or extraordinary costs on account 
of feed and replacements, may necessitate borrowing for 
longer than normal periods. Also, loans for the purchase of 
breeding animals will customarily run for a longer period of 
time than those incurred to meet operating expenses or to 


t The shrinkage for Texas will average 65 per cent. (Op. cit., p. 236.) 
2 The wool dealer sells the wool in the grease also. His customer is 
the woolen mill. The price paid by the mill is calculated on the estimated 
scoured content of the wool — the mill’s buyer having his clean scoured 
limits from which he works back to a price for the wool in the grease. 
3 Op. cit., p. 241. 
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purchase animals — such as wethers — which are shortly 
to be sent to market for slaughter. 

It may be said at this point that the bank and cattle loan 
company would usually prefer as security to their advances 
animals in process of preparation for slaughter rather than 
stock sheep, or animals to be grown out and matured. The 
maturity of a loan in the former case might be very short — 
a matter of a few months at most; whereas, in the latter 
case, the loan might have to run for as long as two years. 
On the other hand, loans secured by breeding stock (ewes) 
have an element of liquidity in the wool to be shorn from the 
sheep and the lambs to be dropped by them in the spring. It 
is obviously important that the mortgage cover the wool and 
increase, in order that those sources of liquidation of the loan 
may not be pledged elsewhere.? 

The bank is more dependent upon the moral risk back of 
the loan in the case of the sheep man than in the case of the 
cattle man, because it is more difficult to identify sheep 
pledged under a mortgage than cattle. The latter are 
branded with hot irons which burn the marks of identification 
permanently into the flesh, whereas sheep are customarily 
only wool-branded —i.e., the marks are simply painted on 
the wool, and of course come off when the animals are shorn. 
Most sheep are also earmarked, but these marks can be 
fairly easily altered unless so much of the ear is cut away in 
the first instance as to make alteration impossible. More- 
over, sheep brands are not registered. The point is that in 
case of conversion, the banker would have more difficulty in 
tracing sheep than cattle. It is frequently said that ‘the 
brand on the man’ is more important than the brand on the 
sheep when it is a matter of making a loan with sheep as 
security. 


t In valuing ewes for collateral purposes, the banker should remember 
that they are worth considerably more just before the lambing and shear- 
ing season (say, in February and March) than afterward (say, in July), 
since the wool and the lambs shortly to be obtained may be worth as 
much as the ewes themselves. 
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The banker should give consideration to the sheep man’s 
financial statement in connection with his application for 
credit. In general, the important points in the analysis of 
such a statement are very similar to those found in the 
statement of a cattle man. 

Is the raising of sheep profitable? For the past three years 
(1923, 1924, and 1925), the sheep men have, as a rule, oper- 
ated at a substantial profit. In this respect, their business is 
in marked contrast with that of the cattle men. Prices for 
both wool and mutton have been satisfactory, with the re- 
sult that the heavy obligations carried over from the post- 
war deflation period have in large measure been liquidated, 
much to the relief of many banks in the sheep and goat coun- 
try. With wool selling for about forty to fifty cents per 
pound, the sheep man can operate at a profit. 

The United States Tariff Commission in their Wool Grow- 
ing Industry (1921) gathered figures on the cost of production 
of both wool and mutton in all of the important producing 
centers of the country for the years 1918 and 1919. The 
figures for Texas are given in Appendix IV. Wool in those 
years brought about fifty cents a pound and the sheep men 
made money, even after allowing interest on their investment 
at the rate of six per cent per annum. Both 1918 and 1919 
were, of course, exceptionally good years. Conditions in 
1920, 1921, and 1922 were not nearly so satisfactory. In 
fact, many sheep men lost heavily during that period. It 
is interesting to note from the figures given in Appendix IV, 
that labor expense amounts to about one fourth and in- 
terest on the investment (at six per cent) to about one third 
total expense. Owing to the open winter season, the ex- 
penditures for feed are not large, except in droughty years.' 


2. GOATS 


Location of the goat country: As indicated at the beginning 
of the discussion of sheep raising, the Edwards Plateau is 
the home of the goat in Texas. That section of the state is 


t See U.S.D.A. Yearbook, 1923, p. 269 ff. 
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the principal mohair producing region of the world. The 
industry centers around Ozona and Sonora. At the begin- 
ning of 1925, Texas had approximately 2,000,000 Angora 
goats, over half of the entire number in the United States. 
The estimated value of the animals was approximately $10,- 
000,000. The following table will show the production of 
mohair in the state since 1900: 


YEAR PRODUCTION 
= * (pounds) 
LOOO ec: s:ccs'w sie. ainsin elas fa aemeieinie mise /e 961,500 
LOU O iar oct s.cncranetlle oleic: siaiisio ea ene nieia 1,998,000 
LODO Me prravelsic ales: one w dtehe Riser whee enue) sta 5,085,000 
EOQQ Taree tdcew seis edie telsiom ache aleiae 5,500,000 
TOD 25 aie a elt wcnie eore eta Ridley wae Noma 5,600,000 
TO2SEEC LE cru irate c wie scisiastaeloane! sie eimias 5,800,000 
TOA a secs sie cecum cheistahe aie @ «barista ene 7,000,000 
ae NA es PO hE Ie 8,618,000 * 


* Texas Almanac, 1926, p. 116. 


Texas accounts for over one half the total production of 
mohair in this country. The quality of the Texas product 
is said to be very good. 

Shearing season: Goats are clipped twice a year and yield 
about two pounds of mohair per clip. The spring clip occurs 
in February and March, thirty to sixty days earlier than in 
the case of sheep. It is necessary that goats be sheared be- 
fore the grasses, weeds, and brush become green, as the eating 
of green forage will tend to cause the mohair to shed. The 
fall clip will take place in August and September, and the 
yield at this clip will ordinarily be somewhat heavier than the 
spring clip. Some say that the fall clip will average 2% 
pounds per animal as against an average in the spring of 
about 1% pounds. Unless goats are sheared in the fall, their 
hair grows so long that it may become entangled with the 
brush on which they feed and result in serious loss and dam- 
age. 

Kidding occurs in March and April, after shearing has 
been completed. As a rule, the kids are retained — the does 
for breeding purposes and for mohair, and the wethers for 
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mohair until they are four or five years old, when they will 
go to market (principally to Kansas City). 

Miscellaneous considerations: Goats are handled in much 
the same manner as sheep. They are either run in small 
bands under the care of a herder or turned loose in wolf- 
proof pastures. They are often run in flocks of 100 to 1000 
head, although there are numerous operators who run 
several thousand. Aside from the land required, it usually 
costs less to enter the goat business than the sheep business, 
because goats are less valuable than sheep. Since sheep- 
raising is normally more profitable and less hazardous than 
goat raising,t many prospective sheep men begin their op- 
erations by running goats, using the latter as a stepping 
stone to sheep raising. 

Operating expenses in connection with the raising of goats 
are about the same as for sheep, except that at kidding time 
relatively more labor must beemployed. At that time there 
must be, on an average, one man for every 150 to 200 does. 
And extra help will be needed for from thirty to sixty days, 
owing to the care which the newly born kids require. They 
are usually unable to follow their mothers until they are 
about thirty days old 

Goats are not so rugged as sheep, and this fact lends an 
element of hazard to goat raising which the sheep man does 
not have to contend with. Goats are sheared early in the 
spring for reasons already given. They may thus be left 
exposed to considerable cold weather. If they are caught 
in a cold rain shortly after having been sheared, they be- 
come easily chilled to death. It would be a very expensive 
undertaking to provide adequate shelter over the range or 
pastures to protect the animals against such contingencies. 

On account of the facts above outlined, the goat-raiser 
takes the position that he should receive twice the price 
per pound of mohair that the sheep man receives per pound 
of wool. Outside of the fact that interest on the flock invest- 


1 The Wool Growing Indusiry, p. 194. 
2 Tbid., p. 194. 


144 EXTENSION OF BANK CREDIT 


ment is less for him, he contends that his operating expenses 
will at least equal those of the sheep man — and this, too, 
without considering the relatively greater cost incurred at 
kidding time, and the risk of heavy loss on account of the 
fact that the goat is a less hardy animal than the sheep. 
Therefore, since the weight of the yield of mohair is, on an 
average, only about half that of the yield of wool, the market 
price should be at least twice that for wool in order that both 
the goat-raiser and the sheep-raiser may reap equal rewards. 


id >! 


PART THREE 


eh TRADE PRACTICES IN SELECTED LINES OF 
BUSINESS 
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CHAPTER VI 
MANUFACTURING 


A. THE Cotton Mitt BusINnEss 


Seasonal character of the business: Texas cotton mills try to 
operate on a full twelve months’ basis, but there is generally 
a heavier demand for their products during the summer 
months than at other periods of the year. There is an espe- 
cially good demand for duck, the material out of which cot- 
ton sacks used in gathering the fall cotton crop are made. 
And duck, together with certain other coarse materials, such 
as drills and osnaburgs, constitutes the principal product of 
Texas mills. But looking at the matter from the standpoint 
of the mill’s need of credit, one might say that the business is 
very seasonal. This is occasioned by the fact that the miller 
must lay in his supplies of raw material mainly in the fall 
and winter, since the cotton, which makes up his raw ma- 
terial, is gathered at that time. A given mill’s inventories of 
raw cotton will usually be very high from late fall to mid- 
winter, and consequently its need of borrowed money or 
credit will be relatively concentrated within the same period. 
On the other hand, the cotton should be fairly well used up 
on the eve of a new crop, with the result that inventories 
should be low by August and September and the mill should 
be in a comparatively liquid condition with a minimum of 
borrowed money. 

Financing the mill’s sales: The Texas miller does not, as a 
rule, manufacture for stock — that is, he does not manu- 
facture his raw materials much in advance of the unfilled 
orders on his books. Conditions alter cases, however, and the 
miller may be willing to continue operations, though possibly 
on a reduced scale, in spite of a somewhat prolonged slump 
in the demand for his product. Rather than suffer the cer- 
tain losses to result from shutting down his plant entirely, 
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he may prefer to run on, though under the necessity of 
storing a considerable proportion of his output for a time. 

The miller may market a considerable part of his goods 
(particularly that sold outside of the state) through com- 
mission houses or brokers, mainly the former. Commission 
houses will, in some cases, have a heavy capital investment 
in the mill and may, by virtue of the close affiliation, supply 
a large part of its working capital. This may be done by 
lending money outright on an interest basis, or, more com- 
monly, the house will bill the purchaser of the goods from 
the mill and remit to the mill the amount of the invoice at the 
expiration of the discount period allowed the purchaser — 
and this, whether the purchaser has actually chosen to dis- 
count or pay his bill or not. In this way, the mills are fur- 
nished with working capital whether their customers remit 
promptly or not. Most of the mills in Texas, however, 
finance themselves independently by borrowing from their 
banks. They usually borrow without security, except, per- 
haps, the indorsement or guaranty of interested parties. 
The usual terms accorded the purchaser are 2 per cent 10 
days, 60 days extra, which means 2 per cent for payment 
within 70 days of date of invoice. These terms are ordinarily 
granted cutters, who constitute one of the principal classes 
of the mill’s customers. In other cases, terms are usually 2 
per cent 10 days, net 60 days. In special cases, however, 
very long terms or datings may be given. As a rule re- 
ceivables outstanding should not be over go days’ sales, and 
if they are the collection policy of the mill should be called 
in question. Receivables do not fluctuate much during the 
year. 

Financing the mill’s purchases: The miller buys his raw 
cotton from ginners and local merchants and pays cash for 
it — the ginner or merchant usually drawing a sight draft 
with bill of lading attached. The miller may have his own 
buyers in the country town, and thus obtain a part of his 
cotton direct from the growers. Most of the cotton is 
bought between November and March, and the demand for 
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credit from the banks is, therefore, heaviest at that time. 
Along in June or July, however, or possibly a little later, the 
stocks of cotton should be used up and the stocks of manu- 
factured products sold, with the result that the mill should 
be in about its most liquid condition. In fact, August 31st 
is a common date for closing the fiscal year for that reason. 
In January and February the miller will have used up most 
of his own resources and will be leaning heavily upon 
his creditors. His current ratio at that time will be very 
low. 

The point is that the cotton mill business is one in which 
the demand for credit is concentrated within a compara- 
tively short period, and on that account, it would be ex- 
pected that during this period, the proportion of borrowed 
capital invested in quick assets to the capital of the mill 
itself so invested would be large. With a proper under- 
standing of the mill’s credit needs, however, the banker 
need not be alarmed at the extent to which the mill is op- 
erating on borrowed money, for the mill’s needs are sea- 
sonal. Moreover, if the mill is not manufacturing for 
stock and therefore has most of its inventory in the form of 
raw cotton, which of course is readily salable, there is no 
need of the wide margin of quick assets over current liabil- 
ities that exists in the ordinary mercantile business. The im- 
portant point here is to know just how the mill’s inventory 
is made up — that is, to what extent it is actually composed 
of raw cotton, which can be thrown on the market and real- 
ized upon immediately, and to what extent it is composed of 
various manufactured products, which are not so readily 
salable. The margin of quick assets may be smaller in the 
former case than in the latter, particularly if the cotton mar- 
ket is steady or if the mill is protected by the sale of futures. 
Many mills pursue the practice of selling hedges against 
their spot cotton, but this is by no means universal. Nor 
will the same mill hedge every year. Whether or not fu- 
tures will be sold during a given season against spot cotton 
in the warehouse depends upon the condition of the cotton 
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market, the goods market, and many other things that may 
influence the judgment of the management. It will at once 
be clear that whether or not a mill has sold hedges against 
its spots may be of very vital concern to the banker. 

Hedging by the mill: If market conditions are steady, if the 
mill is strongly backed, and if it operates with a reasonable 
amount of working capital furnished by its owners, then the 
necessity for hedging is diminished. Moreover, most mills, 
as stated, try to confine their manufacturing operations and 
purchases of raw material as much as possible to the business 
or orders which they actually have booked. Aside from the 
possibility of cancellation, there would be no reason for 
hedging the cotton that, in a sense, has already been sold, 
inasmuch as it will be consumed in fulfilling the orders al- 
ready on the books. Since the inventory which the mill car- 
ries will, in all probability, be its most important asset, from 
the banker’s standpoint, another very appropriate question 
which will suggest itself to him will be to what extent the 
cotton in the inventory is protected by unfilled orders on the 
books. It is the cotton which is not so protected that should 
be hedged. The need of hedging will be most in evidence in 
the late fall and winter when the heavy inventories are being 
carried. 

The method of placing hedges and the problems encoun- 
tered are very similar to those to be discussed in the chap- 
ter dealing with the cotton merchant and exporter and they 
will not be repeated here.t A peculiar problem in connec- 
tion with the cotton mill business, however, is that goods, 
and not cotton, are sold. Consequently, unless the relation 
between the price of goods and the price of cotton is close 
and fairly steady, the hedge may afford very imperfect pro- 
tection. Generally the prices of goods and cotton fluctuate 
in close sympathy with each other, but of recent years, this 
has not been always true. The cotton market has been sub- 
ject to frequent and marked changes. 

At best, the hedge is only partial protection to the miller 

t See infra, Chapter VII, section (A). 
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against loss. Its purpose is to eliminate as far as possible 
risks which are not inherent in the miller’s manufacturing 
operations. Of course, even if these risks could beeliminated, 
the miller would have to take his chances with the many 
other ordinary business risks which beset every manufac- 
turing concern, and his profits (or losses) would depend upon 
the outcome. 

Muller's lack of control over price of his product: Another 
factor in this line of business, and one of considerable im- 
portance to the banker, is the fact that the cotton miller can 
exercise little or no control over the price at which he must 
sell his product. He may withhold it from the market, it is 
true, or refuse to manufacture it if the price is unsatisfac- 
tory, but he certainly cannot, individually, fix the selling 
price of his goods. The product is staple, its market is 
broad and very competitive. Since, therefore, the miller has 
very little control over the price he will pay for his raw ma- 
terial and practically no more control over the price he will 
receive for the goods he manufactures, he must look sharply 
to the one factor in his operations over which he can exert 
considerable control — the operating expenses incident to 
the running of the mill. His ability in this respect may spell 
the difference between success and failure. If he has ability 
along this line and combines with it judiciousness in his buy- 
ing of raw cotton, and confines his purchases as far as pos- 
sible to sales, either actual or reasonably prospective, he 
should make a very desirable risk for the bank. 

Summary: The mill should be in its most liquid condition 
in the late summer. Inventories should then be reduced, 
and borrowings fairly well liquidated. The mill should be in 
its most extended condition in the late fall and through the 
winter, on account of the fact that its borrowings will be 
heavy in order to carry its stocks of raw cotton. These 
stocks have to be purchased, in large part, reasonably soon 
after the crop is gathered in the fall. Since the mill is a manu- 
facturing institution, a comparatively large investment in 
plant and machinery is necessary, and in this connection an 
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important consideration will be to what extent the mill has 
been mortgaged. 
Analysis of statements: (See Appendix V, pages 287-353.) 


B. THE Cotton SEED Ort MILL BUSINESS 


Owing to the position of Texas as a cotton raising state, 
it is natural that she should have many cotton seed oil mills 
to crush the seed from her cotton crops. The principal pro- 
ducts of the mills are crude cotton seed oil, the residual meal 
(cake) and hulls. In the process of reginning the seed before 
crushing it, the fine cotton fuzz called linters is taken from 
the seed. The meal and hulls are used extensively as stock 
feed and as fertilizer. The linters are used in upholstering 
and in the chemical trades. The oil is sold to packers, soap 
manufacturers, and margarine producers. Until compara- 
tively recently, there was a strong foreign market for oil, 
but at the present time our exports of the commodity are al- 
most negligible." 

Seasonal character of the business: In almost every phase 
of its operations, the cotton seed oil mill business is very 
seasonal. The raw material, cotton seed, is bought in the 
fall and winter as the cotton crop is gathered and ginned. 
From September through December and January, the mill 
will be buying heavily. These purchases will be used up in 
the manufacturing processes during the winter and spring, 
and most of the products will be sold as manufacturing pro- 
gresses. The result is that by late spring the mill should have 
its inventories used up and its liabilities liquidated. Thus, 
the average mill does not operate more than six or eight 
months a year. Operations are usually entirely suspended 
during the summer months. 

One of the first questions that will occur to the banker is 
why the mill should be idle for so long a period each year, 
knowing, as he does, that it must be expensive to keep in- 

« For the important part played by the tariff in our loss of the foreign 


market, see various issues of the monthly Survey of Business Conditions 
issued by the Dallas Federal Reserve Bank in 1924 and early 1925. 
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active the capital represented by the very heavy investment 
in plant and machinery. It is not because the demand for 
the products of the mill is strictly seasonal, since there are 
sufficient uses for the oil and other products to make the de- 
mand substantial the year round. Nor is it because the mill 
can get its raw material in only one season. One of the main 
reasons, and a very obvious one, is that there are too many 
mills in proportion to the seed to be crushed and the demand 
to be satisfied. If there were fewer mills to handle the same 
crop of seed and satisfy the same demand, those mills would 
have to operate over a longer season than at the present 
time.? 

Owing to the fact that the mill is buying seed heavily in 
the fall and winter and is meeting its heaviest operating ex- 
penses at that time, the banker will be called upon for sub- 
stantial accommodation at that time also. After March, how- 
ever, or even earlier in the year, he would expect the line to 
run off gradually and by May or June to be entirely liqui- 
dated. The demand for credit by the mill is, therefore, 
highly seasonal, being concentrated within the space of a 
relatively few months. And since the demand is seasonal, 
the banker will expect the line to go much higher in propor- 
tion to the net worth of the mill than in the case of a non- 
seasonal business. It will tend to do so because the need and 
use of credit will be temporary, and also because it would 
not be profitable for the owners of the mill to provide the 
same proportion of working capital as the owners of a 
non-seasonal business. They would not be able to handle ad- 
vantageously the investment of such capital during the sum- 
mer season when it would not be needed in the business. 
Since, therefore, it is to be expected that the hank will have 
to bear a very large part of the burden of financing the mill’s 
operations, the loan officer must look closely to those assets 


t It is difficult to store seed, however, because of its tendency to ‘heat’ 
(which greatly lowers its value) and because of its tendency to lose 
moisture (which reduces the quality and quantity of oil obtained). It 
is therefore usually necessary that seed be crushed reasonably soon after 
the cotton crop is gathered. 
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which will normally constitute the bulk of the net worth and 
consequently the bulk of his margin.of safety. Those assets 
will be the plant and equipment. The loan officer must know 
something about the adequacy, age, and adaptability of 
the plant and equipment. Have they been properly depre- 
ciated, and are they encumbered? In addition to the margin of 
safety represented by the net worth of the mill, the banker 
may require, as an evidence of good faith as well as added 
security, that the paper be endorsed or guaranteed by the 
principal owners or other interested parties. 

Terms of purchase and sale in the business: The mill will 
purchase most of its seed from gins, mainly local gins, in 
which perhaps it is interested. The seed is shipped ordi- 
narily on the basis of a sight draft with bill of lading attached, 
in the case of those purchases made outside the mill’s own 
community. Thus the mill pays cash for its cotton seed. The 
mill’s products are also sold mainly for cash, shipments be- 
ing made usually on a sight draft basis. 

“s The financial statement: Since the business is conducted 
on practically a cash basis, the banker would not expect to 
find any substantial amount of receivables in the statement. 
Nor would he expect to find a large amount of payables to 
creditors other than banks, from whom money had been bor- 
rowed to pay cash for the purchases of seed. Sometimes, 
however, due to the close affiliation between a mill and one 
or more gins, there may exist some receivables and payables 
representing transactions between or among them. As a 
rule, though, the quick assets during the busy season should 
consist principally of cash, seed, and oil and by-products; 
and the current liabilities should consist mainly of bills pay- 
able to banks. The statement will usually be rendered in 
May or June, at which time a very liquid condition should 
be shown. The inventory should then be at a minimum, and 
so also should current liabilities (such liabilities having been 
created principally to finance the purchase of inventory). 
If the mill operates to a considerable extent on its own re- 
sources, the statement might show a relatively large amount 
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of cash, with a small amount of other quick assets, and prac- 
tically no current liabilities. If, however, as is most likely, 
the mill depends almost entirely upon banks for its operat- 
ing capital, the statement might show both quick assets 
and current liabilities in nominal amounts only — partic- 
ularly if it is the practice of the mill to pay out its profits in 
dividends. 

While, as previously pointed out, most of the mills, owing 
to the seasonal nature of their business, depend very much 
upon their banks for necessary operating capital, still every 
mill to be entitled to credit on its own merits should have a 
reasonable margin of quick assets over current liabilities. As 
will be brought out later, the business is very hazardous, 
and for this reason also the banker should insist upon a sat- 
isfactory current ratio. The margin of quick assets need not, 
perhaps, be so great as in those lines of business which han- 
dle less staple and slower-turning commodities or those 
which are less seasonal in their operations; but the peculiar 
risks incident to the business should be offset, in some 
measure at least, by a margin of quick assets. And unless 
the banker is satisfied that the mill is operating at a pro- 
fit, owns its plant free of encumbrance, and is protected 
as far as possible against losses from inventory fluctuations 
(in ways to be pointed out later), he should insist that the 
margin of quick assets be substantial, or else that the paper 
be backed by strong endorsers or guarantors.” 

Owing to the nature of the business, a large proportion of 
the assets would normally be made up of plant and equip- 
ment. Since the average mill will borrow very heavily from 
banks to meet its working capital requirements, the banks 
may, in the event of misfortune, have to look to the plant 
and equipment for the ultimate liquidation of the debts due 
them. Therefore, it is well to bear in mind the fact that if 


t As a matter of fact, owing to the extremely unsatisfactory and un- 
certain conditions existing in the business, credit, in most cases, is granted 
by banks more on the strength of endorsements and guaranties than on 
the standing and condition of the mills themselves. 
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the business should be closed out, those particular assets 
would no doubt be subject to very heavy shrinkage. The 
mill will usually be located in some small town where it 
would be adaptable to no other purpose than that for which 
it was then being used. If the bank should have to take it 
over, it would, in all likelihood, prove to be a ‘white ele- 
phant,’ and exceptionally hard to dispose of. 

Certain unfavorable aspects of the business: One unfavor- 
able condition has already been pointed out: there are too 
many mills, with the result that a large part of the capital 
invested in the business is idle for a considerable part of the 
year. A second unfavorable aspect is presented by the un- 
sound method of purchasing cotton seed. The seed comes on 
the market in the fall and winter, or during a comparatively 
few months of the year, and owing to the fact that there are 
so many mills, each mill is more or less afraid that it will not 
obtain sufficient seed to insure the operation of its plant for 
a normal period. Thus, instead of regulating purchases of 
seed to accord with the amount of business which, in the 
light of all the facts, the mill will probably do — that is, 
instead of buying seed only when, in the light of prevail- 
ing prices for mill products, it can apparently be worked 
at a reasonable profit — each mill will proceed to stock up, 
thus boosting prices, and all without regard to what the 
manufactured products will bring when offered on the mar- 
ket. This more or less artificial raising of prices of the seed 
at the beginning of the season is considered to be one of the 
most unfortunate conditions now confronting the trade. 
Then there is the ever-present temptation to speculate. 
Market conditions, both with respect to the seed and with 
respect to the manufactured products, are highly competi- 
tive. The commodities are staples, easily handled, and sub- 
ject to rapid turnover. They naturally lend themselves, 
therefore, to speculative manipulation. Unfortunately, 
many mills have staked their chances of making a profit on 
gambling in seed or oil. Large quantities of seed may be 
bought up with the idea of taking advantage of a rise in 
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price. Such an operation is, of course, utterly foreign to the 
legitimate manufacturing operations of the mill, and very 
often the mill suffers as a consequence. The conservative, 
non-speculative mill does not purchase its seed blindly, but 
does its buying in accordance with well thought out policies 
— policies which regulate the purchases, as far as possible, 
in keeping with the demand for the finished product. That 
is, seed will be bought against orders actually booked for oil 
and products, or against orders reasonably in prospect, and 
always with a view to whether the seed can be crushed with 
some assurance of profit. Such an operating policy mini- 
mizes the risk from fluctuations in inventory values. 

Then hedging may be resorted to when practicable. In 
the case of the cotton seed oil mill, hedging is done by sell- 
ing, not seed against seed, but oil against seed, and the oil 
thus sold is not crude oil, but refined oil, since only the lat- 
ter is dealt in on the exchange. There are therefore many 
factors capable of entering into the transactions which would 
prevent the protection sought from being perfect. In the 
first place the relation between the oil futures and the seed 
may not remain constant throughout the period of the hedg- 
ing transaction. In the second place, if the mill were called 
upon to make delivery of the oil (and in this regard the same 
risk would apply where the mill had actually booked orders 
for oil against its seed purchases), it may find that the qual- 
ity of oil obtained from the seed purchased is lower than 
that required by its contract. A loss would result. And 
finally, crude oil makes up only a part of the total product 
obtained from a ton of seed. The other products, meal, 
hulls, and linters cannot be hedged. Nevertheless, just 
what steps the mill has taken to protect itself from severe 
losses in inventory is an important question from the view- 
point of the banker. 

A final unfavorable feature of the business is the highly 
competitive nature of the market for its manufactured pro- 
ducts. The mill has very little to say about the price it shall 
receive for its products. This condition is brought about by 


158 EXTENSION OF BANK CREDIT 


the fact that the mills compete keenly with each other and 
by the further fact that their products must compete with 
other commodities which are always available as substi- 
tutes should prices become too high. Cotton seed oil, for 
example, competes with animal fats and particularly with 
lard. Cheap corn and therefore cheap hogs mean cheap lard, 
and cotton seed oil must meet this competition from lard ir- 
respective of how short the cotton crop may be and how 
scarce the supplies of seed as a consequence. The supply of 
the raw material in the cotton seed oil mill business may 
play a very small part in determining the price to be re- 
ceived for oil and other products. Besides animal fats, there 
are other vegetable fats which offer competition, such as 
soya bean oil, coconut oil, peanut oil, and corn oil. The 
meal and hulls produced by the mill have to face competi- 
tion from other feeds and fertilizers. Cheap corn and other 
feed grains and good pastures cut down the demand for 
meal and cake. It will therefore be readily understood that 
the business has very little control over the prices at which 
it must sell its products. 

Summary: The banker should remember the following 
points: (a) What is the policy of the company with respect 
to the purchases of its seed? Does it try to confine its pur- 
chases as far as possible to business actually in sight or in 
reasonable prospect, and does it consider, in the light of pre- 
vailing prices for cotton seed products, whether it can rea- 
sonably hope to make a profit at the price it is paying for 
its seed? Or does the company simply speculate? (6) Does 
the mill possess a reasonable amount of its own working 
capital? (c) Are its current operations on a profitable basis? 
(d) Is the plant in good condition and free of debt? (e) 
What are the general conditions in the trade as regards com- 
petition among the mills themselves and as regards com- 
petition from substitute commodities? What is the outside 
responsibility of the parties primarily interested in the mill? 
Do they endorse or guarantee the paper? 

Analysis of statements: (See Appendix V, pages 287-353.) 
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C. THe Fiour Miiuinc InpDustTRY 


Terms of sale: Flour is sold on a 30-day basis, with a dis- 
count of 10 cents a barrel for cash on arrival. Some mills in 
Texas allow the retail grocer (the principal customer of the 
mills) a jobber’s commission of 20 cents per barrel. Shorts 
and bran are by-products of the industry and are ordinarily 
sold for cash. 

Terms of purchase: Grain is bought for cash, the shipper 
drawing a sight draft with bill of lading attached. Texas 
does not produce enough wheat to satisfy her milling 
capacity; consequently a considerable amount of grain 
must be purchased outside the state. These purchases are 
usually made in the terminal markets of Kansas City and 
Omaha and in Kansas and Oklahoma generally. 

Seasonal character of the business: Most flour mills do a 
fairly steady volume of business the year round, but or- 
dinarily the best season is during the fall and winter months. 
The mill will lay in its largest stocks of grain right after har- 
vest — that is, in July and August — and its bank borrow- 
ings will be heaviest at that time as a consequence. Owing 
to the fact that cash is paid for the grain purchased, pay- 
ables to banks should make up the bulk of a mill’s current 
liabilities. Receivables would generally be highest along in 
October as a reflection of the increasing fall trade and just 
prior to full fall liquidation. Since the full benefit of fall col- 
lections should be felt by the first of the year, receivables 
should be at their lowest point as of that time. Many mills 
try to reduce their inventory and current liabilities to a 
fairly low point by the first of the year, since they render 
their financial statements as of December 31st. But there 
are other mills which do not close their fiscal year until 
June 30th, inasmuch as that date is just at the beginning of — 
the harvest of a new crop of wheat when inventories made 
up of the past season’s crop should be well liquidated. 

Points to remember in the analysis of a mill's statement: A 
flour mill, like other business enterprises, will borrow from 
its bank on open note up to a reasonable amount in propor- 
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tion to its net worth. But it may also borrow much more 
than this, and commonly does so after the wheat harvest, 
on warehouse receipts covering grain in storage. 

The current ratio of the mill need not be so high as in 
some other lines of business, 1% to 2 for 1 usually being 
considered satisfactory. The reason for this is that the com- 
modity handled and produced is a staple and a necessity, 
turns very rapidly, and sells on short terms. On the other 
hand, it should be remembered that the flour mills in Texas 
do not as a rule hedge their purchases of grain; consequently, 
if any considerable stocks of grain are carried in storage, the 
mill runs a risk of loss from fluctuations in the market price. 
It may, therefore, be important to know the composition of 
the miller’s inventory for the purpose of checking the val- 
uation in the balance sheet against the market. 

Merchandise inventory should turn from five to six times 
a year, and in view of the fact that receivables ordinarily 
should not represent more than 45 days’ sales, it will be seen 
that the statement should not show receivables in excess of, 
or even equal to, the merchandise on hand. This might not 
be true, however, of a statement rendered toward the end 
of the crop year — that is, in the late spring or early sum- 
mer — for inventory would normally be very low at that 
time. 

As noted above, mills in Texas do not as a rule hedge their 
purchases of wheat. They take their chances with the mar- 
ket. They have not found it practicable to hedge for several 
reasons. In the first place, the Texas mills cater princi- 
pally to local trade; they are not national and international 
in the scope of their operations as are the larger mills of the 
North which hedge their purchases of grain regularly. In 
the second place, the price of flour may not fluctuate in the 
same manner and to the same extent as the grain which is 
hedged, and it is in the price obtained for the flour that the 
mill must reckon its profits. For example, if the mill should 
hedge a certain purchase of grain by selling futures against 
it and in the interval grain should go up in price, theoreti- 
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cally what the mill would lose by buying to meet its future 
contract it would gain in the increase in price of the spot 
grain. But the miller’s profit depends on what he gets, not 
for the grain, but for the flour manufactured from the grain. 
Consequently, if flour does not rise in price proportionately 
to the rise in the price of grain, the mill must actually lose 
money. It may be urged that the miller, instead of manu- 
facturing his grain at a loss, should deliver it on his future 
contract and thus save himself from a sure loss. The miller, 
however, is not in the grain business. He has bought his 
wheat to take care of his trade. He must manufacture 
flour to satisfy the demand of his trade or go out of business. 
Moreover, the distance of the Texas mill from the markets 
where the hedge would be placed would ordinarily make de- 
livery impracticable. On this point attention is invited to 
the following excerpt from a letter from the president of one 
of the largest flour mills in this state. It is in reply to the 
writer’s query as to why Texas mills do not hedge their pur- 
chases of grain. 


On page two, answering your inquiry under item four, have to 
advise that even though a Texas miller has bought his stock of 
wheat in Kansas, Nebraska, Missouri, etc., when his wheat is shipped 
and in storage in Texas, it is so far away from Kansas City, St. 
Louis, or Chicago where it would be hedged that if wheat should 
advance in those markets and the flour business should be dull in 
Texas and flour should not advance in price in Texas, the Texas 
miller could not ship his wheat to the point where he had it hedged 
and deliver against his hedge as the freight rate from Texas to such 
hedging markets is too high. This does not operate against the 
northern miller. 


And, unlike the northern miller, the southern or Texas miller 
does not always make his sales of flour at a definite price. 
Flour is sold usually for deferred delivery at a price based on 
wheat prices on the day of sale; the purchaser being guaran- 
teed against any decline that may take place in price before 
the date of shipment; but if there is an advance in flour 
prices before the date of shipment, the purchaser does not 
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pay the advanced price. Northern mills, on the other hand, 
make sales at definite prices. 

Flour mills ordinarily have a very substantial part of 
their net worth invested in expensive buildings and machin- 
ery, and it is well for the banker to remember that such as- 
sets would shrink considerably in value in event the affairs 
of the mill should have to be liquidated. It is really the in- 
tangible asset of goodwill associated with a flour mill that 
gives its plant and equipment their values on the financial 
statement. 

A very important characteristic of this line of business is 
found in the fact that the individual miller is at the mercy 
of the market. His condition is, for example, unlike that of 
the clothing merchant who within fairly broad limits can 
determine what the selling price of his merchandise shall 
be. The selling price of the flour and other products of the 
miller is determined in a broad competitive market which 
cannot be influenced practically at all by any individual 
mill. For this reason, the miller is really in a difficult posi- 
tion from the standpoint of estimating what his gross pro- 
fit will be, and especially so, since he does not hedge. There- 
fore, he should look closely to the one factor in his opera- 
tions over which he can exercise a large measure of control — 
the cost of running his mill. 

Analysis of statements: (See Appendix V, pages 287-353.) 


D. THE HARNESS AND SADDLERY BUSINESS 


It is said that Dallas, Texas, is the world’s center of the 
harness and saddlery manufacturing industry and that the 
product of its factories goes not only into every section of 
this country, but also into all parts of the world. The 
Texas banker would therefore be particularly interested in 
the credit problems arising in this line of business because it 
is a home industry. 

Terms of purchase and sale: Terms are essentially the same 
for purchase as for sale — 2 per cent 10 days, net 30 days. 
In the case of retailers (and jobbers) located in the cotton 
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sections of the country, it is customary to grant fall datings 
of September Ist on shipments made in and after the month 
of June. These terms are given to enable the manufacturer 
to book his orders and ship his goods in advance of the active 
consumer-buying season. It is possible for him thus to keep 
his factory busy during the summer months, when, if no 
datings were given, he could not get the dealers in the coun- 
try to take goods off his hands and build up their stocks. In 
the wheat districts of the country, datings of March Ist are 
usually given, as that date corresponds with the revival of 
trade in the North after the dull winter months, when the 
farmers are not in the market for harness. The dating applies 
to shipments made in and after the month of December. 
Bills are due for discount, when datings are given, on the 
tenth of the dating month, with net terms of 30 days. 

Seasonal fluctuations of the business: Merchandise in- 
ventory is usually highest in July and August in anticipation 
of the fall trade. Receivables are highest in the latter part of 
August and September, as are payables also. This is to be 
expected in the case of receivables because the October 
settlement of accounts is not yet due (net terms for goods 
shipped on September Ist datings would be October Ist). 
Moreover, the trade would not be in funds until the cotton 
began to move. Payables would be highest for the same 
reason that receivables were high; — the business could not 
liquidate its indebtedness until its collections had been 
made. Furthermore, merchandise bills would be due for 
discount at about this time (and before) and a concern would 
borrow from its banks in order to take the 2 per cent dis- 
count offered by the tanneries from which most of the 
manufacturer’s raw material is purchased. 

If the manufacturer confines his operations principally to 
the cotton country, his receivables and payables should both 
be low in January and should remain low throughout the 
spring. Inventory should also be at the low point at that 
time and would normally remain low through the spring 
also. A number of manufacturers of harness and saddles 
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render their statements as of the last of May, just before 
they have to lay in heavy stocks for the forthcoming fall 
trade. 

Points of importance in analyzing the financial statement: 
Inventory turns only about three times a year on an aver- 
age. The principal reason for this rather slow rate of turn- 
over is that the manufacturer is situated at some distance 
from his source of supply. The tanneries are located in the 
North and East. The manufacturer must therefore carry a 
substantial stock at all times, as he cannot obtain goods or 
raw materials on short notice. Another reason for the slow- 
ness of turnover is that the business is a manufacturing 
business, which means that materials must be in the factory 
for some time after receipt before they are in condition to be 
marketed. The manufacturing process naturally slows up 
turnover, a statement which applies particularly to this line 
of business where a large part of the manufacturing is done 
by skilled hand labor. 

The fact that terms of sale and the seasons of greatest 
activity are such as to call for substantial liquidation of 
receivables as of the time when the statement would ordina- 
rily be rendered, and the fact that rather large inventories 
must be carried at all times owing to the distance of the 
factories from the source of supply of their raw materials — 
these facts bring about a fairly definite relationship between 
inventory and receivables at statement date. Inventory 
should be substantially in excess of receivables. The con- 
trary condition would reflect upon the collection policy of 
the business. Whether the inventory and receivables are 
in proper proportion to each other can be checked against 
the sales figure for the period in question, if such a figure 
is furnished. 

Gross profit in this line of business will average about 25 
per cent of sales. 

Analysis of statements: (See Appendix V, pages 287-353.) 


CHAPTER VII 
WHOLESALING 


A. THE Cotron MERCHANT AND EXPORTER 


WE shall be concerned in this discussion with the merchants 
located in the larger cotton markets of the state, such as 
Dallas, Waco, Austin, Houston, and Galveston. These 
merchants usually are exporters on a considerable scale. 

Seasonal character of the business: The business is very 
seasonal with regard to its demand for credit, because the 
cotton crop is harvested within a comparatively short period 
of the year and the merchant takes it off the hands of the 
grower as the crop is harvested. Therefore, from about the 
last of August until about the last of March, the merchant 
is borrowing very heavily from his bank. Of course, the crop 
is not consumed in anything like as short a period as that 
in which it is harvested, and since it is not the custom of 
mills to carry large stocks of raw cotton on hand, the re- 
sponsibility of carrying cotton from the time it is harvested 
until the time it is manufactured into cloth falls mainly upon 
the shoulders of the cotton merchant. Thus, the merchant’s 
demand for credit is seasonal and reaches a peak within a 
short time after he begins to borrow, but he is engaged in 
marketing his cotton over a considerable portion of the 
year, with the result that his borrowings begin to taper off 
shortly after the first of the year, but may not be entirely 
liquidated until July, the eve of a new crop. 

Financing the merchant's purchases: The cotton merchant 
is in the market for raw cotton principally from about the 
end of August to the end of December or January. Most of 
the cotton, of course, is bought from local buyers located in 
small towns of the state to which the farmers have brought 
their cotton for sale. A considerable amount is purchased 
also from supply merchants in these towns — merchants who 
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have made advances to farmers in the form of feed and food 
and clothing, and sometimes money, to assist them in mak- 
ing their crops. To some extent also the merchant, through 
his agents, buys cotton direct from the farmer on the streets 
of the small interior towns. 

The local buyer or supply merchant will deliver the cotton 
to a railroad, taking a bill of lading drawn to his order, 
which he will indorse and attach to a sight draft drawn on 
the merchant and discount the draft with his local bank. 
The bank will give immediate credit for the item and send 
it for collection to a correspondent in the city where the 
merchant is located. The correspondent will present the 
draft and will probably receive payment by check on the 
merchant’s bank; or the merchant may ‘accept’ the draft 
and indicate what bank is to pay it. The draft is then pre- 
sented to that bank and payment received. The paying 
bank will charge the draft to the merchant’s bill of exchange 
account and treat itasanote. In fact it isa demand note, as 
acceptance of the instrument operates to release the drawer 
and renders it simply one name paper. The bank will retain 
the bill of lading attached to the draft as collateral until the 
cotton arrives, when the merchant will substitute compress 
tickets or warehouse receipts. As cotton is sold, the tickets 
and receipts are released in order that the cotton may be 

_taken out of storage and delivered to the carrier. Usually 
these releases are made, however, against the substitution of 
other receipts or bills of lading covering other cotton, or, 
in some cases, against trust receipts. The bank tries to 
maintain a margin of around 20 to 30 per cent in cotton on 
the credit it has advanced. 

By virtue of an amendment to Section 5200 U.S.R.S., 
passed in 1919, a national bank is permitted to lend to a 
cotton merchant on warehouse receipt security a maximum 
amount equal to 25 per cent of its unimpaired capital stock 
and surplus, provided that that part of the line in excess of 
10 per cent of the unimpaired capital stock and surplus is 
secured by warehouse receipts, or similar documents, con- 
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veying title to cotton of a market value not less than 115 
per cent of the amount of the advance so secured.! There 
are times when this 25 per cent limit will not adequately care 
for the demands of a merchant, in which case the bank may 
arrange to grant an acceptance credit to him, permitting 
him to draw upon it in the form of drafts secured by ware- 
house receipts or similar documents conveying and securing 
title to the cotton. These acceptances may be sold in the 
open market. If they are bought by the accepting bank, 
they are regarded as a loan or advance to the drawer and 
must be included in the ordinary loan limit. 

In those cases where the merchant’s own agent buys from 
the grower, the agent may himself draw on the merchant and 
handle the transaction in much the same way as the local 
buyer or supply merchant, as above outlined. Not infre- 
quently the agent may arrange for a line of credit with a local 
bank which he may use in the purchase of cotton from farm- 
ers, the credits arising from the drafts which he draws as he 
ships the cotton out to the merchant serving to liquidate the 
advances made by the local bank. 

Financing the merchant's sales: The merchant buys for 
cash and he usually sells for cash, both purchases and sales 
being handled on the basis of sight drafts with bills of lading 
attached. As cotton is sold, the warehouse receipts are 
withdrawn from the bank by the merchant, other receipts 
generally being substituted, and the cotton is taken from the 
warehouse or compress and delivered to the carrier. The 
carrier issues to the merchant a shipper’s order bill of lading 
which he endorses and attaches to the draft he has drawn on 
the purchaser or financing bank. He discounts the draft with 
his local bank and obtains immediate credit therefor. The 


t There is no limitation placed upon such loans by the state banking 
laws of Texas. A state bank may lend one borrower any amount against 
cotton properly warehoused and insured and with certain margins. 

2 Except in the case of foreign shipments, where sight-time drafts are 
drawn (usually on banks financing the shipments) — to allow time for 
the arrival of shipments abroad. The merchant usually discounts these 
drafts with his local bank. 
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bank forwards the draft to its correspondent for collection 
(or, if a time draft, for acceptance). It is the accumulation 
of these credits throughout the season which provides the 
means of liquidating advances made by the bank. 

In the case of domestic shipments, the drafts will usually 
be drawn on brokers in New England or the Southeast, who 
in turn sell the cotton to the mills, or in a number of cases 
the drafts will be drawn on the mills themselves. Ordinarily 
the only documents attached to the drafts will be bills of 
lading and invoices. 

Well over one half the cotton produced in Texas is ex- 
ported. Since the Great War, many changes have been 
wrought in the customary method of handling export trans- 
actions with the continent of Europe, owing to the disrup- 
tion of the exchanges caused by the instability of most 
foreign currencies. Before the War, the common method of 
financing export transactions was for the foreign importer 
to arrange for credit with his bank and advise the American 
exporter of the credit, the latter then drawing at 60 or 90 
days sight in foreign currency on the foreign bank. The pro- 
visions as to how the shipment of cotton was to be made as 
well as how the drafts were to be drawn were generally con- 
tained in the sale contract between the foreign importer and 
the American exporter. The drafts were ordinarily drawn 
for a period of time sufficient to allow comfortably for the 
shipment to arrive abroad, and sometimes for an additional 
period of time for the convenience of the importer. Upon 
delivering the cotton to the railroad, if the shipment was 
made from an interior point, or to a steamship company, if 
made from a port, the exporter obtained a bill of lading 
which he attached to the foreign draft. He also usually 
attached a certificate of insurance and an invoice and passed 
the draft with all of its attachments to his local bank, ac- 
companied by a sight draft drawn in dollars on some bank 
in the North or East to which he had sold the exchange re- 
presented by the foreign draft. The dollar draft would gen- 
erally be payable on demand or sight; whereas, as previously 
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stated, the foreign draft would usually be drawn at 60 or 90 
days sight. The insurance certificates and bills of lading, in 
these cases, were made to read to the order of the shipper or 
exporter and were indorsed in blank by him at the time of 
delivery to his local bank, thus giving the holder title to 
and control over the cottonin transit. The American bank 
purchasing the foreign exchange would of course send it to 
its foreign correspondent who would present it to the drawee 
bank or spinner or importer, as the case might be, for ac- 
ceptance and then hold it for the account of the American 
bank, or else dispose of it in the open market and credit the 
American bank with the proceeds. Upon acceptance of the 
foreign draft, the acceptor would detach the documents and 
hold them as security against its acceptance. 

The above method of financing foreign shipments is still 
used in connection with most shipments to British import- 
ers, but it is not used very extensively in the case of ship- 
ments to the Continent. Other methods of financing Con- 
tinental shipments have grown up, the most common one 
being that of requiring the foreign buyer to provide a dollar 
credit and authorizing the American exporter to draw on 
the American bank with which the dollar credit is opened. 
The reason for this arrangement is that it relieves the Ameri- 
can exporter of danger from the fluctuation of exchange, 
since the sale is made in dollars and not in a foreign cur- 
rency. The foreign importer will enter into a contract with 
the American exporter whereby the latter is to ship the im- 
porter so many bales of cotton between certain dates in 
certain lots at a price agreed upon or to be fixed. The im- 
porter will have arranged with his bank to open up with 
some American bank a credit in favor of the American ex- 
porter. The American bank will issue a letter of credit, 
advising the exporter that he is authorized to draw on the 
bank up to a certain amount and within a certain time, 
against shipments of cotton to the foreign importer. It is 
also stipulated in the letter of credit whether the draft is to 
be drawn payable on demand, at sight or so many days 
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after sight. The merchant or exporter may discount the 
draft drawn in accordance with the letter of credit with his 
local bank or he may sell it to some eastern bank. In the 
latter event he will draw a sight draft on the eastern bank, 
attaching the purchased draft and all documents. He will 
discount the sight draft with his local bank and obtain im- 
mediate credit. 

If, instead of selling the draft drawn under the letter of 
credit to the eastern bank, the merchant discounts it with 
his local bank, the latter will send it to a correspondent to 
be presented for payment or acceptance, depending upon 
whether the draft is payable on demand or so many days 
after sight. If the draft is paid on presentation, the cor- 
respondent will credit the account of the local bank; if the 
draft is accepted, the correspondent will either hold the 
acceptance for the account of the local bank or sell it in the 
market and credit that bank’s account. The accepting bank 
will, of course, have detached all documents at the time of 
acceptance. 

If the local bank has discounted a demand draft drawn 
on an eastern bank to whom the merchant has sold the draft 
drawn under the letter of credit, the local bank will send the 
discounted draft, together with all attachments, to its cor- 
respondent for collection and credit. The correspondent, 
upon receiving the proceeds of the discounted draft, will 
turn over the time draft and attachments to the paying 
bank, who in turn will submit the time draft for acceptance, 
after which the procedure is exactly as outlined above. 

There is another method of financing by means of dollar 
credits which does not involve the arrangement of a credit 
in this country by the foreign purchaser or his bank. This 
method is of the nature of a loan on the part of the American 
bank to the exporter. The exporter will have arranged with 
the foreign importer to ship him cotton to be paid for by 
cable transfer on New York upon the arrival of the cotton at 
the foreign port. In this case, the responsibility is placed 
upon the importer or his bank to see to it that dollars are 
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obtained in time to remit to the American bank financing 
the transaction upon the arrival of the cotton abroad. The 
American bank in a transaction of this kind will usually not 
permit the exporter to draw upon it for the full amount of 
the current shipment. On the contrary, the draft will be 
drawn for 80 or 90 per cent of the value of the shipment, the 
remainder being retained by the bank as a margin of safety. 
Either a sight or time draft will be drawn by the exporter 
and the draft will be handled in the way outlined in the 
preceding paragraphs. Ifa time draft is drawn, the Ameri- 
can bank financing the transaction will accept it and the 
draft may be disposed of in the open market, the proceeds 
being remitted to the exporter’s local bank which originally 
discounted the draft and sent it to New York for acceptance 
and sale. If the draft is drawn payable at sight or on de- 
mand, it is of course paid upon presentation. Documents 
accompany the draft which are detached by the New York 
bank against its acceptance or payment of the draft. It will 
forward the documents to a foreign correspondent, usually 
located at the port where the cotton will arrive, there to be 
held until the cotton reaches port and to be released upon 
payment of the invoice by the importer. The funds thus 
received are credited to the account of the American exporter 
and provide the means with which the acceptance of the 
American bank is met, in the event a time draft was drawn 
by the exporter. Any excess above the amount for which the 
draft was drawn remains, of course, to the credit of the ex- 
porter. 

In addition to the usual documents, consisting of bills of 
lading and insurance certificates, which are attached to 
drafts drawn under dollar credits, there are also usually 
attached consular invoices and certificates of origin, when 
these documents are required by the consular regulations of 
the Continental countries to which the cotton is destined. 

Owing to the impoverished condition of a large number of 
foreign buyers, another method of shipping cotton abroad — 
has been devised, which also throws the burden of financing 
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the transactions upon the shoulders of the American banker. 
The exporter may consign cotton to a foreign agent for sale 
to brokers or spinners, the American bank agreeing to finance 
such shipments against drafts drawn upon it by the exporter 
for some stipulated percentage of the value of the cotton. 
In this case, the bank forwards the documents abroad, there 
to be released against actual sales of cotton to foreign pur- 
chasers by the agent of the exporter. It is said that a very 
large amount of American cotton exports are not financed 
on this basis. Under the consignment plan, some exporters 
have considerable stocks of cotton stored in Europe through- 
out a large part of the year. 

Hedging: One of the most mysterious things about the 
cotton trade, and yet one of the most important from the 
standpoint of the banker, is the operation known as hedg- 
ing. Hedging is simply trade insurance effected by the cot- 
ton merchant or any other owner of cotton for the purpose 
of protecting himself against the fluctuations in the price 
quotations of raw cotton which occur every day, and which 
are sometimes so substantial in amount as to cause severe 
losses to the owner of cotton who does not have it hedged. 
Unless the banker knows whether or not the cotton mer- 
chant is carrying hedges against the cotton shown in his 
financial statement, he cannot safely rely upon the state- 
ment as a basis of extending credit. If cotton is unprotected 
by hedges, the merchant may, at the height of the season 
when he will probably be carrying large stocks of cotton on 
heavy bank borrowings, be in such a position as to have at 
least a substantial part, if not all, of his net worth wiped out 
by a fall in the price of his holdings. 

The best way to understand hedging is to consider it in 
connection with a concrete example. Suppose that the 
cotton firm of Smith and Company has bought 1000 bales 
of cotton and has stored it ina warehouse. The firm has paid 
cash for the cotton. In order to protect itself from a loss in 
event of a fall in price, the firm will instruct its broker to sell 
on the New York, New Orleans, or Liverpool cotton ex- 
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change a future contract for the approximate amount of 
cotton represented by the cotton in the warehouse. This 
future contract will call for the delivery of so many pounds of 
middling cotton by Smith and Company at a certain price 
during a certain month in the future. We will say that this 
month is March and that the spot cotton was bought by 
Smith and Company in October at a price of 20 cents a 
pound. We will say that Smith and Company sells the 
future contract at a price of 20% cents a pound. There- 
fore, we have the following figures as of the date Smith and 
Company buys the cotton: 


1000 bales spots, @, say, 20 cents per pound... $100,000 
1000 bales March futures sold @ 20% cents..... 102,500 


Now, suppose the price of cotton goes down to 18 cents and 
suppose the 1000 bales are sold by Smith and Company at 
this figure. The Company would receive $90,000. Immedi- 
ately upon consummating the sale of this spot cotton, how- 
ever, the firm would buy in enough future contracts to 
offset the future sale made at the time the spot cotton was 
bought. Inasmuch as the price of spots and the price of 
futures usually fluctuate very closely in sympathy with each 
other, the firm is able to buy in its futures at a price lower 
than that at which it sold them by approximately the same 
amount as the difference between the spot price when it 
bought the spot cotton and the spot price when it sold that 
cotton. In other words, it could buy in future contracts at 
about 184% cents. Thus the saving it would make in the 
purchase of the future contract over the price at which it 
had sold the future contract would just about offset the 
loss entailed in its sale of spots. We have made no allow- 
ance in this example for the merchant’s profit, but that 
would be cared for in the price at which he sold the spot 
cotton. That is, instead of selling the spots at exactly 18 
cents, which would be the market, he would sell them at 
18 cents plus certain expenses and plus a certain number of 
‘points’ representing his profit. The hedging transaction 
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would simply take care of the fluctuation in the actual cost 
to him of the raw cotton. 

As another example, suppose the cotton merchant sells 
cotton forward —that is, suppose the merchant in June 
enters into a contract with a mill to furnish it with 1000 
bales of cotton to be delivered in 200-bale lots, beginning 
October Ist and ending December Ist. We will assume that 
the merchant does not have any cotton on hand at all at the 
time he makes the contract with the mill. In order to pro- 
tect himself against the possibility of his losing money by 
having to buy the spot cotton in the future at a higher price 
than that at which he contracted to sell it to the mill, the 
merchant will instruct his broker to buy 1000 bales of De- 
cember or January futures. As the merchant buys in his spot 
cotton to make shipments to the mill, he will at the same 
time instruct his broker to sell corresponding future con- 
tracts (thus cancelling his prior purchases of contracts). 
Since the fluctuation in the price of spot cotton between 
the time of making the contract with the mill and the time 
of making his spot purchases will be in sympathy with the 
fluctuation in the future market, any loss or gain to the 
merchant by virtue of the spot fluctuations will be approxi- 
mately offset by corresponding fluctuations in the future 
market. 

Call cotton: A large part of the purchases of cotton at the 
present time are not made on the basis of a fixed price; in- 
stead, the price is provisional and to be fixed at the option 
of the buyer or seller at some future time. This is called pur- 
chasing or selling on call and often proves of value, as may be 
seen from the following example: 

Suppose a mill does not have any orders on its books for 
goods and suppose the price of the grade of cotton which it 
uses in its operations is high and therefore that it does not 
desire to lay in a supply in the face of the uncertainty as to 
what the future price of goods will be. At the same time, 
however, the mill realizes that if it does not now make com- 
mitments for the grade of cotton which its operations re- 
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quire, it may not be able to acquire that cotton when orders 
for goods materialize. To meet such a situation as this, the 
method of purchasing cotton on call was devised. In July 
the mill may enter into-a contract with a cotton merchant 
for 5000 bales of strict middling, the price to be 300 points on 
December and to be fixed on call by the mill. This means 
that the merchant will make deliveries of cotton in lots as 
stipulated from time to time during the cotton year, but the 
final price which he will receive for the cotton will not be de- 
termined until the mill fixes the price by calling the cotton. 
At the time the cotton is called, the price then is fixed 
at 300 points on whatever the December future contract 
happens to be selling for at the time the call is made. That is 
to say, 3 cents per pound will be added to the December fu- 
ture quotation and the result will be the price to be received 
by the merchant. Of course, the mill will not call the cotton 
and fix the price until it has booked orders which, when 
looked at from the standpoint of the prevailing quotation for 
December futures, will enable it to make a profit. Thus it is 
seen that the mill is assured of a supply of the grade of cotton 
which it requires and yet does not have to commit itself as 
to the final price to be paid, until it has had time to assure 
itself of orders for goods which will enable it to purchase the 
cotton on a profitable basis. 

When the mill calls the cotton, it instructs the merchant’s 
broker to purchase for the merchant’s account December 
futures in an amount equal to the amount of cotton called. 
For the purpose of making the case plain, we will assume that 
the mill calls the entire 5000 bales on October 1. The mill 
will then instruct the merchant’s broker to buy for the mer- 
chant’s account 5000 December futures. If the merchant 
has already accumulated the 5000 bales of cotton at the 
time the call is made, he will of course have sold against his 
accumulations 5000 bales of December futures. Thus, on 
the date of call the merchant has actually sold 5000 bales of 
spots at a fixed price, against a previous purchase of spots at 
a definite price, and has also bought at a definite price 5000 
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bales of futures which will offset a previous sale of futures 
on his part. Now, suppose the price of spots has fallen two 
cents a pound on an average in between the dates of his 
purchasing the spots and the date when the mill actually 
called the cotton. It will be seen that if the future market 
fluctuates in sympathy with the spot market, as it will, the 
futures bought in for the account of the merchant on the 
date of the call will be purchased at a lower price than the 
futures which the merchant had previously sold against his 
spot purchases, and this difference will tend to offset the de- 
cline in the price of spots. 

If the merchant has not already bought in the spots at the 
time the mill calls, he will be, on the date of call, short 5000 
bales of spots, and long 5000 bales of futures — this latter 
caused, as previously stated, by the mill, on calling, instruct- 

-ing the merchant’s broker to purchase for his account 5000 
bales of futures. Then, as the merchant buys in his spots, he 
will sell December futures against them. The differences be- 
tween the purchase price of the spots and the selling price 
fixed when the call is made will be approximately offset by 
the difference between the purchase price of the futures on 
the call date and the selling price of the futures on the dates 
when the merchant actually buys in his spots. 

Hedging 1s not perfect protection: While it is essential that 
the banker know whether the cotton merchant whom he is 
financing is carrying hedges against spots on hand or sales of 
spots forward, at the same time the mere fact that hedges 
are carried is not perfect assurance that the merchant may 
not suffer substantial losses. This isdue, among other things, 
to the basis risk which is inherent in all the merchant’s fu- 
ture transactions. Basis simply means the relation between 
spot cotton and the future market for the same cotton ona 
given date. The basis for strict middling as of a given date, 
for example, may be 50 points on the future month of De- 
cember. So long as this difference of 50 points is maintained 
in the relationship of the spot cotton to the December future 
contract, there is no basis risk. But there are many factors 
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always operating to change the relationship between the 
spot quotation and the future quotation. For example, in 
the latter part of the cotton growing season, storms may se- 
riously damage the quality of the cotton to be harvested, 
without substantially decreasing the quantity. Thus the fu- 
ture middling transaction may not be materially disturbed, 
but the relation between a given grade of spot cotton, say, 
strict middling, and the quotation for the future contract, 
may be very considerably altered. This will be due to the 
fact that the storm caused a relative scarcity of strict mid- 
dling in the advanced stage of the crop as contrasted with 
the early stage of the crop. In other words, there has beena 
change in the basis against which the merchant cannot pro- 
tect himself. This discussion can no doubt be made clearer 
by taking a concrete example. 

Suppose in July the merchant contracts with a mill to de- 
liver 1000 bales of cotton. Inasmuch as cotton is generally 
sold at a price including the cost of delivery to the purchaser, 
the merchant would quote a price of so many points on the 
prevailing spot quotation for the particular grade of cotton in- 
volved. The price quoted would also include the merchant’s 
profit. Suppose, however, the mill did not wish to purchase 
the cotton ata fixed price, but desired to purchase it on call. 
The contract might then read to the effect that 1000 bales 
were to be sold at 150 on December, the 100 points repre- 
senting the cost to deliver the cotton to the mill and the 50 
points representing the profit of the merchant. 

Now suppose the merchant does not buy in the spot cotton 
in anticipation of call and that the call is made on October 
Ist, at which time the price of December futures is 20 cents. 
This means then that the merchant will receive 21% cents 
a pound for the cotton which will be delivered to the mill. 
Immediately upon calling the cotton, the mill has of course 
instructed the merchant’s broker to buy 1000 bales of fu- 
tures for his account. We will assume that on call date the 
spot price of strict middling is equal to or ‘even’ with the 
price of the December future contract. These futures 
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would then be bought on the basis of 20 cents a pound. 
Thus the merchant is short 1000 bales of spots and long 
1000 bales of futures. He has his profit already figured in 
on the spot price and there would be nothing to worry him 
if the relation between the spot price and December futures 
would remain constant throughout the time that he buys 
in the spots to make delivery to the mill. That is to say, he 
would have nothing to fear if the basis did not change. But 
now suppose that before he has bought in his spots, there is 
a storm which results in lowering the grade of cotton and 
creates a relative scarcity of strict middling. The basis, in- 
stead of remaining ‘even,’ may increase to where the mer- 
chant, in order to get the strict middling for delivery to the 
mill, will have to pay 70 points on December. We will 
assume that his spots actually cost him 70 points on De- 
cember, and suppose that December, at the time he pur- 
chases his spots, is selling at 22 cents. His spots would 
therefore cost him 22.70 cents, to which must be added 100 
points to cover cost of making delivery to the mill, thus 
making the cost delivered 23.70 cents. Immediately upon 
buying the spots, he would sell 1000 bales of December fu- 
tures as an offset to the 1000 bales of futures purchased for 
his account at the time the mill made its call. The transac- 
tions and the resulting loss may be summarized as follows: 


Cents 
Poss Sold TOOOD/C: Oa. vec catie cures 21.50 
Bote b/e Ore 2.445 23.70* 
Los@'on spots asc Aesecs 2.20 
Futures: Bot 1000-b/c @.. . 2. os. cen cree 20.00 
wold 1000 /b/¢ @i hires. Jes Aw aes. 


Gain on futures......... 2.00 
Netilositeacs ic sryeesietre -20 
* Includes r¢ delivery cost. 


Thus, instead of making a profit of 50 points which the mer- 
chant had anticipated, he actually completed the transac- 
tion with a loss of 20 points or $1 per bale. 

Insurance: It is customary for the cotton merchant to 
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take out each year a blanket policy which will cover loss at 
any one place, where the cotton may happen to be, up toa 
given amount. For example, if the cotton firm has $1,000,- 
000 of cotton stored in a Galveston warehouse and also 
$1,000,000 of cotton stored in a Dallas warehouse and a fire 

should occur at both places, the firm would be permitted to 

collect $1,000,000 of insurance in each case, provided it had 

a blanket policy in the amount of $1,000,000. But if all the 

cotton were stored either at Galveston or at Dallas, only 

$1,000,000 could be collected, even though the entire 

$2,000,000 of cotton were destroyed. It is customary in the 

case of foreign shipments for a merchant to avail himself of 

a privilege allowed in the policy and issue against each for- 

eign shipment a certificate of insurance, describing the ship- 

ment as to number of bales, marks, etc., and drawn for an 

amount approximately equal to the value of the shipment. 

These certificates are usually drawn to the order of the mer-, 
chant, endorsed by him in blank, and attached to the draft 

drawn on the purchaser of the cotton or on the bank finan- 

cing the shipment. Upon the issuance of these certificates, 

’ the merchant notifies the insurance company or its agent, 

and when this is done, the outstanding certificates do not in 

any way affect the general liability of the company under 

the blanket policy. That is to say, a merchant may issue 

any number of certificates covering specific shipments of 

cotton without affecting the insurance company’s liability 

to pay the full amount of the policy in case of loss on cotton 

stored at any one place, provided the company is notified of 
the issuance of the certificates. 

In the case of domestic shipments, particularly ship- 
ments to New England, it is customary for the insurance to 
be carried by the buyer, in which event the banker dis- 
counting the draft drawn by the merchant on the buyer 
would have no protection by virtue of the merchant’s blan- 
ket policy. It is customary, however, for the New England 
buyers to carry blanket insurance, with the result that even _ 
though the cotton may be destroyed in transit, they will 
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nevertheless honor drafts drawn upon them and proceed to 
collect from their insurance companies. 

The cotton merchant’s banker usually receives from the 
insurance company a letter giving full details as to the 
blanket policy carried by the merchant and the bank is pro- 
tected by an assignment of the insurance to it, as its inter- 
est may appear. 

Basis of extending credit to the merchant: The principal 
consideration is, of course, the collateral represented by 
bills of lading and warehouse receipts. It is important in 
the case of warehouse receipts to know that they are nego- 
tiable, properly indorsed, and issued by a responsible and 
independent warehouseman, preferably one who is licensed 
and bonded under national or state laws. To some mer- 
chants of high character and standing, substantial open 
lines may be granted, but in most cases the entire line is at 
practically all times secured by a margin of collateral. 

A great deal of reliance cannot be placed upon the finan- 
cial statement of a cotton merchant as a basis of credit, par- 
ticularly at that season of the year when he is borrowing 
most heavily to finance his large purchases of cotton. The 
reason for this is that the merchant’s affairs are at this pe- 
riod in a constant state of flux and are subject to very great 
changes almost overnight. The result is that a statement 
one week old may not at all reflect the true condition of the 
borrower’s business. 

Much depends upon the moral risk. A bank can afford 
to be somewhat less meticulous in its relations with a firm, 
provided it is satisfied that the members are not simply 
gamblers but are real merchants, and that they are never 
to any considerable extent playing the cotton market 
‘open.’ The merchant should have his uncovered forward 
sales or unsold spot cotton protected by hedges. The 
moral risk is also important in another respect: namely, 
that from time to time it will be necessary for securing doc- 
uments to be released to the merchant on a trust receipt, in 
order that cotton may be shipped and substitution of col- 
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lateral made. If the merchant is morally irresponsible, the 
trust receipt will be of little value. 

As previously pointed out, the merchant will do his heav- 
iest borrowing in the fall and winter. His borrowings 
should decrease steadily from January to midsummer, when 
they should be, in the ordinary case, completely liquidated. 

Owing to the extremely seasonal character of the cotton 
merchant’s demand for credit, and also owing to the pecu- 
liar nature of his business in that his line is usually fully 
secured by exceptionally readily marketable collateral, it 
would be expected that during the fall and winter his bor- 
rowings would be very heavy in proportion to his net worth. 
In fact, borrowings sometimes amount to two or three times 
the net worth. It would be impracticable for a concern with 
even a large net worth to attempt to finance all of its opera- 
tions without outside help, for the reason that, since its 
peak need of capital is confined really to a short period, it 
would be placed at a disadvantage in the investment of its 
capital during other seasons of the year. 

Analysis of statements: (See Appendix V, pages 287-353.) 


B. THE DISTRIBUTION OF FARM IMPLEMENTS 


Seasonal character of the business: If the distributor car- 
ries a full line of implements, he should do a fairly substan- 
tial volume of business throughout the year. There are two 
major movements in the demand for implements, however 
— the spring movement and the fall movement, of which 
the former is the more important. During October and 
November and the winter months, the spring demand for 
plows, harrows, planters, and cultivators is keenly felt. 
These tools will be needed for preparing the ground and 
sowing the seed in the spring. Thus during the fall and win- 
ter months there is a large outflow of implements from the 
distributor’s warehouse to retail establishments. During 
the late spring and throughout the summer months, goods 
will be leaving the distributor in response to the fall de- 
mand. At this time a substantial number of plows, harrows, 
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and grain drills will be sold. The movement of the heavier 
implements is somewhat different from those just discussed. 
Tractors move out in June and July for the wheat-growing 
districts and also for that section of the state given over to 
the production of rice. They move out earlier in the year, 
however, when destined for the cotton-producing regions. 
Threshing machinery moves out in large volume in May 
and June, in preparation for the approaching harvest season. 

The above paragraph deals with the seasonal aspects of 
the demand for farm implements. In general, this demand 
follows closely the seasons of the year in which the several 
classes of implements are used. Looking at the matter from 
the standpoint of the distributor’s collections, we find that 
there is really only one season in this country, and that is 
the fall of the year. We shall find this to be true when we 
take up a discussion of the terms of sale. However, in the 
case of the wheat and rice sections of the state, the collec- 
tion season is advanced from fall to late summer, but wheat 
and rice production forms only a small part of the farming 
activities of the state. The fall collection season is also and 
particularly important because of the fact that so large a 
part of the distributor’s sales are made on a note basis — 
the notes being drawn to mature in the fall, when, owing 
to the harvesting of the crops, the farmers who have bought 
from the retailer (the distributor’s customer) will have 
funds and will thus enable the retailer to settle with the 
distributor. There is a tendency to abandon the long terms 
of credit reflected in the note-using custom of this line of 
business, and to sell the retailer on so-called regular terms 
presently to be discussed. 

Terms of sale: As just stated, the distributor is beginning 
more and more to demand that the retailer take the dis- 
counts offered and settle for his purchases with cash. And 
the retailer likewise is gradually trying to work the greater 
part of his trade to a cash basis also. On the goods moving 
out in the fall and winter (on the so-called spring terms), a 
discount of 5 per cent is allowed if the bill is paid not later 
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than February 1st — or, in some cases, March 1st. If the 
bill is not paid by about May Ist, the account will be closed 
out by note or trade acceptance due in the fall and bearing 
8 per cent interest. Of course, instead of selling on open ac- 
count and subsequently closing the account out by note or 
acceptance, in the event of non-payment, the distributor 
may initiate the transaction with a note or acceptance stip- 
ulating that if payment is received by February or March 
Ist, a discount of 5 per cent will be granted together with 
the remission of the interest included in the amount for 
which the note or acceptance was drawn. Goods sold in the 
summer (on so-called fall terms) are subject to a discount of 
5 per cent for payment by October Ist, with net terms of 
January Ist, — that is, the account will be closed out by 
note on January Ist if payment has not been received. Sep- 
arators (which, like tractors, involve a considerable outlay 
on the part of the farmer) are usually sold for one half cash 
on delivery with the balance due after harvest, that is, in 
August or September. Sometimes they are sold for one 
third cash and the balance in two years, but such terms are 
rare. Harvesting machinery is ordinarily sold on a discount 
basis of 5 per cent for payment after harvest (August or 
September), with net terms of October 1st. Tractors are of- 
ten sold on the same basis as separators, although some dis- 
tributors demand cash in October following the sale of a 
machine with a discount of 5 per cent for cash on delivery 
of the tractor to the farmer any time before October Ist. 
The distributor will allow the retailer to anticipate the pay- 
ment of his bills at the rate of 8 per cent per annum. 

How the distributor is financed: There are several different 
types of distributing organizations in Texas. Many of them 
are private corporations, partnerships, or individual enter- 
prises. They finance themselves just as do similar forms of 
organization in other lines of business — by means of bor- 
rowing on open note at their banks and on open account 
with the factories with which they deal or which they repre- . 
sent. Many of the distributing companies in Texas, how- 
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ever, are simply subsidiary cotporations of the manufactur- 
ing companies in the North and East. They keep separate 
books, of course, and are charged with all goods sent them 
by the parent concerns. They may, and often do, borrow 
in their own names. It is quite likely, though, that the 
bulk of their financing will be done by the factory itself. 
The local company may send its receivables (notes) direct 
to the home office as soon as received for goods sold, and the 
latter will credit the local company with the amount repre- 
sented. In this way the local company will pay for the mer- 
chandise charged to it. The home office may borrow 
against the receivables by pledging them as collateral to 
notes placed with its own banks. The home office will for- 
ward the receivables back to the local company for collec- 
tion and will charge its account with each receivable at due 
date, whether collection has been effected or not. There 
are other distributors which are nothing more than factory 
branches, maintaining no separate books of account and 
doing no borrowing in their own names. They depend upon 
the head office to do all their financing. It will be readily 
understood that the banker may have to have detailed in- 
formation concerning the financial condition of the head 
office if he has extensive dealings with either of the last two 
forms of distributing organization. 

The balance sheet: The following points are worth remem- 
bering when undertaking the analysis of the financial state- 
ment of a distributor of farm implements: 

(a) The farm implement industry is absolutely depend- 
ent upon the prosperity of the farmer for its well-being. In 
periods of agricultural depression, the distributor’s business 
is very poor and he may suffer heavy losses on account of 
bad debts. 

(0) Inventories are heaviest in the fall and winter and 
lowest in August. 

(c) Receivables are highest in August and September, 
which is just prior to the normal fall liquidating season. 
Borrowings are also heaviest at that time. 
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(d) Receivables are lowest in October and November, 
after the fall crops have been gathered and marketed. Bor- 
rowings are also lowest at that time as a result of the collec- 
tions made. 

(e) Receivables would ordinarily exceed merchandise in 
amount during the spring and summer months, but should 
be less than merchandise in the fall and winter. In those 
cases, however, where the distributor acts as a consignee of 
goods or manufacturer’s agent, and in those cases where a 
large part of the shipments are made direct from factory to 
retailer (the goods never coming upon the floors of the dis- 
tributor), receivables might always be substantially in ex- 
cess of the merchandise on hand. On this basis, the manu- 
facturer does not charge the distributor with the goods 
until they are sold. The distributor does not carry them 
in his assets as merchandise at any time. The receivables 
arising from their sale, however, do appear among his as- 
sets. There is a great deal of business conducted on the di- 
rect-from-factory plan. 

(f) Gross profit should average about 30 per cent of sales. 

‘Fill-in orders,’ or L.C.L. shipments: Plows, harrows, 
and cultivators are shipped locally (that is, in less than car- 
load lots) usually on a basis of four months net with a dis- 
count of 5 per cent for payment within thirty days. 

Turnover of capital: Owing to the long terms of sale in this 
line of business, it is usual for the distributor to realize in 
the form of cash his cash investment in merchandise not 
more than once a year. The average inventory carried, 
however, may turn two or three times during the year, or 
even more often, if the distributor does much business of a 
consignment nature. 

Analysis of statements: (See Appendix V, pages 287-353.) 


C. THE WHOLESALE GROCERY TRADE 
Inventory turnover: The fact that the commodities han- 
dled are staple, and usually of a fairly non-perishable nature, 
and the fact that demand is both sure and reasonably 
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steady give the business a relatively high rate of inventory 
turnover. As a general proposition, it may be said that in- 
ventory is turned about six times a year. Of course, there 
are some individual commodities which are turned much more 
frequently, and some which are turned much more slowly. 
Business is normally somewhat better in the fall of the year 
than at other times, although there are no exceptionally 
marked seasonal variations. Sales may be somewhat slack 
in the late spring and summer, however. 

When inventory turnover is calculated, the result must 
be interpreted in the light of the season in which the inven- 
tory was taken. A November inventory would probably be 
somewhat heavier than the average, while a June inventory 
would be somewhat lighter than the average. Therefore, a 
turnover figured on the basis of a November inventory 
would probably understate the true rate, whereas a calcu- 
lation based on a June inventory might overstate it. 

Seasonal character of the business: As stated, there are no 
marked seasonal variations in the volume of business each 
month, and this is particularly true of those houses which 
cater mainly to trade in the larger cities. In preparation 
for the somewhat brisker trade that usually comes in the 
fall, the inventory would be fairly high in the early fall 
months. Inventory would be high then for another reason 
also; namely, a very large part of the grocer’s stock consists 
of canned fruits and vegetables which cannot be obtained 
from the canneries until in the fall. Inventory may remain 
higher than the average until the spring of the year, when 
it should taper off until the low point is reached in mid- 
summer. 

Terms of purchase: The wholesaler will usually take the 
discounts offered him. In fact, it is stated, the house which 
does not take its discounts will probably be unable to op- 
erate at a profit. Some manufacturers and brokers will not 
deal with a concern that is not in a position to take its cash 
discounts. Therefore, except in very rare cases, where ac- 
ceptances are customarily employed, the financial state- 


WHOLESALING 187 


ment of a wholesale grocery house should not show bills 
payable to manufacturers or canners for merchandise pur- 
chased. In. fact, accounts payable should be relatively 
small. Most of the current liabilities should be in the form 
of bills payable to banks (or open market paper), represent- 
ing money borrowed for the purpose of discounting pur- 
chases. The cash discount offered the jobber will average 
1% per cent. 

Terms of sale: Selling terms vary somewhat as between 
any two sections of the state. But there is a tendency in all 
sections for terms to be shortened. One per cent discount 
for cash in 10 days is the goal striven for. At the present 
time, terms will average from 30 to 60 days with a cash dis- 
count of 1% per cent for payment within 10 days. If a bill 
is not paid at the expiration of the net ternis period, interest 
is customarily charged. About 50 per cent of the retailers 
avail themselves of the discount offered. 

Terms of credit are longer in east Texas than in other 
sections of the state. There is still considerable selling there 
on a fall time basis — that is, the retailer will be carried by 
the wholesaler until the crops are gathered in the fall and 
until he, the retailer, receives payment from his customers.* 
The wholesaler is trying to break away from this custom, 
because it really involves financing the consumers’ pur- 
chases. 

In north, central, west, and northwest Texas two dis- 
counts a month are usually given. Purchases made between 
the 1st and the 15th of the month will be due for discount 
on the 25th, and purchases made from the 15th of the 
month to the Ist of the following month will be due for dis- 
count on the 10th of the following month. Except in east 
Texas, outstanding accounts should usually not exceed 40 
days sales. 


x Not infrequently, accounts of retailers in the eastern section of Texas 
will be temporarily closed out by notes; so that the statement of a 
wholesaler catering to east Texas trade might well show a substantial 
volume of notes receivable in August or September. 


188 EXTENSION OF BANK CREDIT 


There are occasions when the retailer will not be in a po- 
sition to pay his bill at the expiration of the net terms pe- 
riod. In such cases, the wholesaler may draw an acceptance 
for 30 or 60 days and discount it at the bank. But this is 
generally done only when there is no question as to the sol- 
vency and collectibility of the account. When an account 
has reached the doubtful stage, the wholesaler will ordi- 
narily close it out by note. 

The wholesaler and the bank: Bank borrowings will nor- 
mally be somewhat high in the fall of the year, just prior 
to the full movement of the crops. Inventory and receiv- 
ables would both be relatively high at that time, and like- 
wise the jobber’s need of outside assistance. After fall 
liquidation has had its effect, inventory and receivables 
should be somewhat reduced, and with the funds resulting 
therefrom bank borrowings should also be reduced. The 
open note is the normal form of borrowing from banks. It 
is unusual to offer security to the line, except, possibly, the 
indorsement or guaranty of the paper by interested parties. 

Miscellaneous considerations: Gross profit will average 
about 10 or 12 per cent of sales. This seems low when com- 
pared with the profit in some other lines of business. In the 
wholesale millinery business, for example, it may be four or 
five times as much; but the wholesale grocer sells on rela- 
tively short time, and his risk from seasonal, style, and other 
causes of fluctuation in demand are small. Consequently 
his turnover of inventory is rapid. 

Some of the more important commodities handled by the 
wholesale grocer are sugar, cooking compounds, tobacco, 
flour, spices, tea, coffee, feed and canned goods. Sales of 
sugar and tobacco may often amount to from 10 to 15 per 
cent of annual sales. 

A large part of the annual sales of many wholesalers may 
be made up of shipments of goods in carload lots direct from 
factory or cannery to the wholesalers’ customers. The 
wholesalers will have taken the orders, but the goods will 
never enter their physical inventories. Business of this kind 
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would tend to increase sales relatively to the average inven- 
tory actually carried by the jobber and would, of course, 
tend to raise the rate of inventory turnover. 

Analysis of statements: (See Appendix V, pages 287-353.) 


D. THE WHOLESALE HARDWARE TRADE 


The hardware trade is somewhat complex. A large num- 
ber of items are included under the term hardware, and the 
limits as to what is and what is not hardware are ill-defined. 
Distributors have extended their activities to include re- 
lated lines as well as what is commonly known as hardware 
— automobile accessories affording the latest instance. In 
this section of the country it is not unusual for the hardware 
dealer, except in the larger cities, to carry farm implements 
and other heavy machinery; but for present purposes, we 
shall consider only those dealers who handle strictly hard- 
ware lines. 

Financing the jobber’s purchases: This line of business, 
while not so seasonal as some other lines, nevertheless has 
two fairly well-defined periods of more than usual activity 
— spring and fall, particularly the latter. Goods move out 
in volume for the spring trade along in February and March, 
and for the fall trade in July and August. Due to the great 
variety of lines of goods handled, many of them are decid- 
edly seasonal. Refrigerators and ice cream freezers, for ex- 
ample, are sold in the spring and summer, whereas ammu- 
nition and certain classes of athletic merchandise are sold 
in the fall. 

Inasmuch as the manufacturer supplying the jobber with 
the bulk of the goods he handles does not carry large stocks 
of finished products on hand, it becomes necessary for the 
jobber to place his orders with the manufacturer some six 
months ahead of the time when he will actually receive the 
goods. This long interval is consumed in the manufactur- 
ing process and in transporting the goods to Texas. The 
principal manufacturing centers are in the East and New 
England. The jobber’s inventory is usually highest in May 
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or June and fairly high alsin September; but the amount 
of the inventory may not show very marked fluctuations at 
any time during the year. 

The usual terms on which the jobber buys are 2 per cent 
10 days, net 30 days. The jobber in good standing will take 
the discount, and most of his bank borrowings should repre- 
sent funds used in this manner. As a matter of fact, the bulk 
of the current liabilities should be made up of notes payable 
to banks. Datings are common on only the more seasonal 
lines. Ammunition, for instance, bears an October Ist dat- 
ing, the goods being received by the jobber as early as April 
or May. Some lines of steel goods —e.g., garden tools — 
will bear March or April 1st datings. Ordinarily datings may 
be anticipated at the rate of one per cent per month. 

Turnover of inventory: Since inventory is likely to be at 
the high point in May and June, the dealer’s payables 
would also be at their high point as of about the same time. 
This would seem very early to be stocking up for the fall 
trade, but it is a fact that in this line of business inventories 
are accumulated some months in advance of the active sell- 
ing season. As stated above, this is due to the fact that the 
manufacturer has the goods ready for delivery at that time 
and does not carry them himself. Moreover, the jobber is 
located a considerable distance from his source of supply 
and would on that account have to carry considerable 
stocks. Because in this manner he is forced to lay in at the 
beginning of his season practically enough merchandise to 
see him through his principal selling periods, the jobber 
does not have a very high rate of inventory turnover. On 
an average, he will turn his stock not more than three times 
a year. The trade acceptance is used to some extent, but 
the jobber in the best standing usually desires to take the 
cash discount and refrain from giving acceptances. 

Financing the jobber’s sales: The dealer generally grants 
terms as liberal as those which he receives. The customary 
selling terms are 2 per cent 10 days, net 30 days for staple ar- 
ticles, such as nails and heavy hardware, and 2 per cent 10 
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«ys, net 60 days for the regular lines of shelf goods. The 
best selling season is in the fall of the year, but after the hol- 
iday season inventories should be materially reduced and 
should be at about the low point the first of January. The 
end-of-season inventory is said to run between 70 and 80 
per cent of the average annual inventory. Receivables are 
highest in August and lowest in January. Some houses re- 
port them high in the spring also. 

Miscellaneous considerations: Gross profit will amount to 
about 20 per cent of sales. The usual form of borrowing is 
on the open note. Bank lines will be more fully used from 
August to October than at any other time, although bor- 
rowings may be substantial also in the spring. They should 
be low, however, in January and February, due to the pre- 
ceding seasonal movement of the crops and the liquidation 
resulting therefrom. 

Analysis of statements: (See Appendix V, pages 287-353.) 


E. Tue Hay, FEED, AND GRAIN BUSINESS 


How the dealer buys: The dealer may have local buyers in 
the country at harvest time, and may own elevators in 
some of the more important railroad towns of the grain belt 
for storing the commodities bought. Then he may buy also 
from other local elevators, and at times he will purchase 
considerable grain from the terminal markets at Omaha and 
Kansas City. He pays cash for his purchases, the sellers 
drawing sight drafts upon him with bills of lading at- 
tached. 

How the dealer sells: Generally he sells on the same terms 
as those on which he buys. Shipments are made against 
sight draft with bill of lading attached. If the dealer does 
not discount these drafts, but merely sends them out for 
collection, they will appear on his statement as ‘drafts out 
for collection,’ or they may be included with and called ac- 
counts receivable. In many cases, however, it is custom- 
ary for the dealer to take immediate credit for the drafts by 
discounting them with his bank, in which case, of course, 
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they would not appear on the statement at all. Banks us- 
ually like this business and handle it in addition to the full 
line of credit which may already have been granted the 
dealer, because the drafts are very liquid and are secured 
at all times. 

Seasonal character of the business: The dealer’s heaviest 
demand for money from his banker occurs in July and Au- 
gust for the purchase of wheat and in the fall of the year for 
the purchase of corn and hay. The demand is strongest at 
those seasons of the year because of the fact that the heavy 
demand for feed comes in the winter months when there is 
not much pasturage available and because of the fact that 
the new crops are available and must be purchased then. 
By early spring, the load should begin to decrease; inven- 
tories should be fairly rapidly declining and the line with 
the bank undergoing steady reduction. By May or June, 
the dealer should ordinarily be in a very liquid condition, 
and it is not unusual for merchandise inventory and bor- 
rowings to be entirely missing from a statement rendered at 
that time. It is to be expected that this should be so, for 
the dealer should not carry much of the old crops forward 
into the new year. 

Flow the dealer uses the bank: As before mentioned, the 
dealer may discount at his bank the drafts he has drawn, 
and thus obtain immediate credit, the bank charging him 
interest only for the actual time required in collecting them. 
Then again the dealer may simply use his bank as an agency 
for collecting the drafts, obtaining no credit therefor until 
the collecting bank has actually received funds from the 
drawees. 

If the dealer is going to buy up any considerable amount 
of the commodities dealt in at any one time, he may need 
much more in the way of funds than he can get by dis- 
counting such drafts as he may have drawn. Therefore, if 
he is in good standing, he will have an open line of credit at 
his bank in an amount reasonably proportional to his net 
worth. In addition to this line, he may at times receive con- 
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siderably more credit on bill of lading or warehouse receipt 
security. In this respect, the grain and feed dealer is not un- 
like the cotton merchant. 

Points in the analysis of a dealer's statement: The mer- 
chandise inventory of the dealer may fluctuate widely dur- 
ing the season, although it would ordinarily be of a fairly 
- substantial amount during the fall and winter months, es- 
pecially if the dealer owns his elevators or other storage fa- 
cilities. On the other hand, a very large volume of the sea- 
son’s business may be made up of sales of commodities 
which have been sold as soon as bought, and which may 
never appear in the actual physical inventory. It is not un- 
usual for the merchandise inventory of a dealer to show a 
turnover rate of twenty-five times a year when compared 
with sales. 

Owing to the seasonal character of the business and ow- 
ing to the fact that the dealer is in a position to, and does, 
give security on a large part of his line, it may very well 
happen that when the busy season is in full swing, the total 
borrowings will appear heavy for the concern’s net worth. 
Here, again, the similarity between this business and that 
of the cotton merchant is seen. 

In analysing the statement, the banker should remember 
the nature of the concern’s inventory, its staple character 
and salability, and the exceptional liquidity of its receiv- 
ables, provided they are mainly composed of drafts in pro- 
cess of collection. The dealer should give not merely the 
dollar value of the inventory on his statement. He should 
give also the physical quantities in order that the banker 
may check the valuations against market quotations. 

Unlike the cotton merchant, the grain dealer in this part 
of the country does not make it a practice to hedge his pur- 
chases. He buys his merchandise, and takes his chance 
with the market. 

Analysis of statements: (See Appendix V, pages 287-353.) 
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F, Tue WHOLESALE JEWELRY TRADE 


Classes of goods handled: The three principal classes of 
goods in which the wholesale jeweler deals are diamonds, 
watches, and ‘jewelry’ —the latter term applying to 
practically all the great number of articles handled by the 
jobber except diamonds and watches. 

Terms of purchase: Before the War, it was common for 
the jobber to receive very long terms on most of his pur- 
chases, but of recent years, there has been a tendency on the 
part of the manufacturers and importers to shorten terms. 
However, the jobber is still able to purchase a large part of 
his wares on long datings which correspond with his normal 
spring and fall seasons. The manufacturer, it will be under- 
stood, desires to get his orders in as soon as possible in order 
to spread his operations as evenly as possible over the en- 
tire year. As a general rule, however, it may be said that 
the bulk of the jobber’s purchases are now made on an open 
account basis, with terms of 30, 60, and 90 days and with 
cash discounts offered of from three to six per cent. Dia- 
monds are often purchased on a note basis. 

Terms of sale: For the same reason that prompts the man- 
ufacturer to grant datings to the jobber, the latter also 
grants datings to the retailer on the greater proportion of 
his jewelry sales. Goods sold for the fall season — by far 
the best season — bear datings of January Ist, while goods 
sold for the spring season bear datings of July 1st. In most 
cases a cash discount of six per cent is allowed. One large 
jobber reports that about half his sales are made up of 
goods sold on datings. In the case of watches, terms are 
usually six per cent 10 days with net terms of four months; 
and in the case of diamonds, the terms are usually three per 
cent 10 days with net terms of four months, although some 
diamonds are sold on a net cash basis. 

Use of note and trade acceptance: Where goods are sold on 
long time, such as four months, the jobber may take the re- 
tailer’s note. In some cases he may draw a trade accept- 
ance on the retailer. As a general rule, however, the Texas 
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jobber takes a note or trade acceptance only to close out 
slow accounts. It is not usual for the jobber to give his note 
or acceptance to the manufacturer if he is in good standing, 
regardless of the terms on which he buys, except, in some 
cases, with regard to diamond purchases. The statement of 
a wholesale jewelry house might well show a substantial 
amount of notes receivable. It is stated that, on an average, 
outstanding accounts should represent around go days sales. 

Seasonal aspects of the business: As noted above, the job- 
ber’s best season is in the fall of the year. This country is 
in funds at that time. Moreover, the holidays occur at 
that season. Inventory would be highest in June, July, 
and August in preparation for the fall trade. The salesmen 
begin their canvass of the trade in June. For the spring 
season, inventory is heaviest in February and March. The 
jobber is leaning most heavily upon his banker in October 
(for the fall season) and in April (for the spring season). It 
will readily be understood why his borrowings should be 
heaviest at those times. In the first place, a very large part 
of his bills are then coming due for discount; and in the sec- 
ond place, since most of his sales have been made on Janu- 
ary and July datings, his collections will not be coming in 
in volume for some time. 

Inventory and receivables are lowest in January, after 
the holiday season. A statement rendered as of February 1 
should show the jobber in his most liquid condition. 

Miscellaneous considerations: If the jobber can turn his 
inventory as much as twice during the year, he considers 
that he has done well. Owing to the slowness of the inven- 
tory turnover and the long terms of sale, a fairly high gross 
profit is characteristic of the business. This profit will 
amount to about 30 per cent of sales. 

Analysis of statements: (See Appendix V, pages 287-353.) 


G. THE WHOLESALE PAPER TRADE 
There are two classes of jobbers in this line of business: 
those who deal principally in coarse papers, such as cartcns 
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and wrapping papers, and those who deal in papers of finer 
quality, such as newsprint and bond or writing papers. 
There are, of course, many houses which deal in all kinds of 
paper, both fine and coarse. 

Terms of purchase in the trade: Newsprint is usually 
bought on a net 30-day basis. Finer grades of paper are 
bought on a 2 per cent 30-day basis. It should be noted, 
however, that terms and the rate of discount may vary 
considerably with the kind of paper bought, but the above 
terms may be taken as average. In general, terms are short, 
30 days being the usual limit. 

The jobber of the coarser grades of paper will ordinarily 
buy on a 2 per cent 30-day basis. In some cases, however, 
the manufacturer will grant extra time of 30 to 60 days and 
may still allow the discount, although this is not usual. In 
those cases where extra time is granted, the account may be 
carried open for the first 30 days and a note or trade accept- 
ance taken for the extra period. 

Terms of sale: Usually the jobber grants about the same 
terms as he receives, 2 per cent 30 days. The dealer in 
coarser papers, however, sells most of his products on a 2 
per cent 10 days, net 30-day basis. 

Seasonal character of the business: Other than a somewhat 
more active business in the fall due to the general improve- 
ment in most lines of business at that season of the year, 
there is no considerable seasonal fluctuation in the business. 
Collections are not so good in the summer months as at 
other periods of the year, and receivables may approach a 
high point just before crops begin to move. At about this 
time also inventories begin to increase somewhat to take 
care of anticipated better business during the fall. Borrow- 
ings from banks as well as accounts due trade creditors are 
at or near their high points at this time of year, inasmuch as 
they are but the reflection of the load the business is carry- 
ing in the form of merchandise and receivables. As one 
would expect, the end of the year or early spring will nor- 
mally find the business in its most liquid condition, because 
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the fall trade will have spent itself, collections will have 
been made and indebtedness reduced. It should be repeated, 
however, that the business runs along fairly uniformly 
throughout the year. 

Because of the essentially non-seasonal nature of the 
business, it is not customary for bank lines to be retired in 
full one or more times a year. There would probably be 
a tendency to call upon banks for accommodation to a 
greater extent in the late summer and early fall than at 
other periods; still, as a whole, the need for accommodation 
is fairly steady throughout the year. Therefore the banks, 
having made a permanent contribution, so to speak, to a 
concern’s working capital, should watch the trend in its 
volume of business, the collection policy, and in general the 
method of purchasing and handling the inventory. 

Points in the analysis of the statement: A normal turnover 
of merchandise for a house dealing in newsprint and the finer 
grades of paper is from three to four times a year. The 
turnover is more rapid, usually, in the case of houses which 
handle coarse papers, a turnover of from five to six times be- 
ing rather common. In this connection it should be stated, 
however, that frequently a large part of the sales of a dealer 
in coarse papers may be on the direct-from-factory plan, 
such as was discussed in connection with the wholesale gro- 
cery trade and farm implement trade. It is stated that in 
some cases from 20 to 25 per cent of the annual sales may be 
made up of merchandise that has never been brought into 
the dealer’s house. This fact would tend to speed up inven- 
tory turnover and to increase receivables relatively to in- 
ventory. 

While for both classes of papers, fine and coarse, the usual 
terms of sale are on a 30-day basis, outstandings in the 
amount of 60 days sales are not regarded as too heavy. 
Thus the turnover of receivables and of inventory would be 
about the same, and this fact together with the fact that the 
customary gross profit in the business of about 25 per cent 
of sales would be included in the receivables would tend to 
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make receivables about the same in amount as inventory at 
statement date. There might be very little spread between 
the two items at that time. 

The jobber will ordinarily find it to his advantage to bor- 
row from the bank in order to take his discounts. In fact, 
it may be said that except in those rather exceptional cases 
where some special form of settlement may have been 
agreed upon (such as the note or trade acceptance), ac- 
counts payable should represent not more than the current 
purchases not yet due for discount. 

If indebtedness should exceed or even equal net worth, it 
would indicate a condition of undercapitalization. 

Analysis of statements: (See Appendix V, pages 287-353.) 


H. THE WHOLESALE PRODUCE TRADE 


The principal classes of products handled by the trade are 
fruits, vegetables, and, in some cases, poultry andeggs. The 
commodities making up these classes are for the most part 
perishable, and this fact has an important bearing upon the 
credit problems which arise in connection with the trade. 

Seasonal nature of the business: The period of greatest ac- 
tivity in the trade is from early fall to early spring, or from 
September to April. Business is especially active during the 
Thanksgiving and Christmas holiday period. June, July, and 
August are usually the dullest months of the year. Trade is 
good in the fall and winter for several reasons. In the first 
place, the movement of crops at that time gives a natural 
stimulus to practically all lines of business. In the second 
place, the produce dealer does not have the competition of 
local gardeners and truck farmers, who, during the spring and 
summer months, supply no small part of the demand from 
the retail trade and consuming public. 

Merchandise inventory would be relatively high through- 
out the fall and winter. It is generally at its highest point 
about the middle of December, for stocks will have been ac- 
cumulated in anticipation of the holiday trade, and the 
stocks of potatoes and fruits (especially apples) carried in 
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storage will have reached their peak. Borrowings would 
naturally be highest at that time of year also. Receivables, 
too, would be high then, owing to the increased volume of 
trade; but they might not be so high as in late summer, be- 
cause collections are much slower during the summer months 
than after the cotton crop has been gathered. By April or 
May the trade is beginning its retreat, so to speak, before the 
advance of products from local gardens and truck farms, so 
that by June the produce dealer should be in a liquid con- 
dition. He should have sold most of his merchandise, col- 
lected his receivables, and reduced his borrowings. A June 
statement would probably make a more favorable showing 
than one rendered at any other time, and many houses close 
their fiscal year on June 30 for that reason. 

Terms of purchase and sale: Most purchases are made in 
carload lots and through brokers who are in constant touch 
with producers or their representatives. Payment for pur- 
chases is usually in the form of check or cash to take up drafts 
drawn with bills of lading attached. The drafts are drawn 
at sight by the sellers of the commodities purchased by the 
dealer. Although less than carload lot or local purchases are 
often made on open account, as a rule accounts payable 
should not appear on a statement in any substantial amount. 
The current liabilities should take the form mainly of notes 
payable to banks, representing money borrowed to take up 
sight drafts. Except for certain commodities, such as apples, 
which are bought for storage, purchases do not run much 
more than ten days or two weeks ahead of sales. That is, 
the dealer will not usually have on hand more than enough 
of one commodity to supply his trade for ten days or two 
weeks. The principal reason for this is to be found in the 
perishable nature of most of the commodities he handles. 
Inventory on hand at any one time should, therefore, be low 
in proportion to the total volume of business for the year. 
This proportion would, of course, be lower in June than in 
December, particularly, if any considerable amount of com- 
modities were in storage in the latter month. 
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The dealer usually sells the retailer on weekly terms, and 
allows no discount for payment on delivery. Selling terms 
are short because the dealer is accorded no terms at all on 
his purchases, and because the retailer should dispose of the 
goods quickly on account of their perishable nature. He 
should sell principally for cash or on very short terms and 
thus be in a position to make early remittance to the dealer. 
As a matter of fact, however, the retailer may take much 
longer than the weekly terms granted. On this account, and 
also on account of the fact that the dealer carries a compara- 
tively small inventory, it is not uncommon for receivables 
to exceed merchandise inventory at all seasons of the year. 
The spread would be narrower in the winter than at other 
times for reasons already explained. As long as the receiv- 
ables are reasonably current, however, say, not more than 
fifteen or twenty days old on an average, the banker need 
not be particularly concerned over their relation to inven- 
tory. He can check the age of the receivables roughly by 
comparing them with the annual sales figure. Inasmuch as 
it is not customary for the dealer to sell on a trade accept- 
ance or note basis, the presence of such paper in the state- 
ment would suggest the closing out by that means of cer- 
tain slow or doubtful accounts. If the paper appeared in 
large amounts, it would reflect adversely upon the credit 
policies of the dealer. 

Miscellaneous considerations: Owing to the short terms of 
sale and rapid turnover of inventory, the current ratio in 
this line of business need not be so high as in some other 
lines. If the various items on a given statement are in proper 
proportion to each other, a ratio of from 1% to 2 for I may 
be satisfactory. The ratio should be higher in June than in 
December, ordinarily, because of considerations already 
mentioned. Another thing worthy of note is that if the 
dealer owns storage facilities, he may have a substantial in- 
vestment in such assets as buildings, cold storage equipment, 
and machinery. This investment may appear dispropor- 
tionate to the working capital, but this is to be expected, be- 
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cause a very large volume of business can be done on a rel- 
atively small working capital owing to the rapidity of the 
turnover of receivables and inventory. 

Analysis of statements: (See Appendix V, pages 287-353.) 


I. THE WHOLESALE WEARING APPAREL TRADE 


In this section we shall consider the following trades: 
wholesale dry goods, wholesale millinery, wholesale men’s 
hats, and wholesale shoes. These trades have about the 
same seasonal variations in their volume of business, and in 
many respects are very similar to each other. 

Terms of sale: There are two very well-defined seasons in 
these lines of business, a spring season and a fall season, of 
which the latter is the more important. The spring sea- 
son extends from December to April and the fall season from 
June to October. Goods move out, therefore, for the most 
part on datings of April Ist or October 1st. Men’s straw 
hats for the spring and summer trade, however, will usually 
carry a May Ist dating. The discounts allowed vary from 
net thirty days in the case of wholesale shoes to as much as 
6 per cent 10 days and 5 per cent 30 days in the case of 
wholesale millinery. Dry goods are sold on a 2 per cent 
10-day basis, while men’s hats carry terms of 3 per cent 10 
days, 2 per cent 60 days, net go days. 

Terms of purchase: With the exception of the millinery 
trade, datings are not commonly granted the jobber by the 
manufacturer or importer. A considerable proportion of the 
milliner’s purchases, however, may be made on a September 
ist dating for the fall season and a March Ist dating for the 
spring season — discounts of 6 per cent being allowed for 
payment by the roth of the month, and 5 per cent for pay- 
ment by the end of the month. But most of the sales made 
to the wholesaler of millinery as well as practically all those 
made to the wholesaler of men’s hats are on an e.o.m. basis 
— that is, the bill is due for discount on the 10th of the 
month following the purchase. The discount on millinery 
amounts to 6 per cent for payment within 10 days and 5 per 
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cent for payment within 30‘days. A wholesaler of men’s 
hats receives a discount of 8 per cent for payment within 10 
days. 

The dry goods jobber buys his merchandise on a 2 per 
cent 10 days net 60 days basis, and the discount allowed the 
wholesaler of shoes ranges from 5 to 7 per cent with net 
terms of 30 days. 

It will therefore be seen that for each of the trades in 
question the terms of purchase are usually much shorter 
than the terms of sale. This imposes an added burden upon 
the wholesaler inasmuch as he must not only finance his pur- 
chases but must also frequently carry his customers for an 
extended period and may have to borrow somewhat heavily 
from his bank in order to do this. With the substantial, and 
frequently very large, discount allowed by the manufacturer 
and importer, no wholesaler in good standing would forego 
taking advantage of it, although he may have to borrow from 
his bank in order to do so. In fact it is stated that the dis- 
count on purchases may amount to as much as 50 per cent 
of the net profit in the wholesale hat trade. 

Points to remember in the analysis of statements: Since 
the lines of business which we are considering have two very 
well-defined seasons, their borrowing needs should respond 
accordingly. Inventories, receivables, and payables would 
ordinarily be heavy at the beginning of the spring season, 
but more especially, so in the late summer (that is, July and 
August) when the brisk fall movement begins. The whole- 
saler will usually be in his most liquid condition about the 
end of November. November is a between-seasons month. 
Collections should be well in hand and current liabilities re- 
duced to the minimum. Statements are therefore usually 
rendered as of about that date. 

Frequently at statement date the wholesaler will have 
commitments outstanding for merchandise for the forth- 
coming season. These commitments of course should be 
clearly set forth as a footnote to the statement inasmuch as 
they might prove a source of embarrassment in a period of 
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falling prices. Generally speaking, receivables should not 
exceed or even equal merchandise inventory, although at 
certain seasons of the year there might be no great spread 
between them. Since the business is handled almost en- 
tirely on an open account basis, the statement should not 
show any considerable amount of notes receivable or notes 
payable to trade creditors. Their presence among the assets 
would probably indicate slow or doubtful accounts and if 
they appeared among the liabilities they would reflect ad- 
versely upon the credit standing of the merchant. Trade ac- 
ceptances are not employed to any considerable extent. 
The normal rate of inventory turnover based on sales at 
cost and gross profit based on sales are estimated as follows: 


TURNOVER Gross PROFIT 
Wholesale dry goods......... 4% times..... 16% 
Wholesale millinery.......... 6 times |. ses 30% plus 
Wholesale men’s hats........ 2% times..... 30% plus 
Wholesale shoes... ... 2.02.00. ASEITHCS fais ciate 18% (Except on women’s 


novelty shoes which carry 
a much higher margin of 
profit.) 


It should be pointed out that each of the lines of busi- 
ness considered in this chapter is subject to considerable 
risk from changes of style and this is particularly true of 
the wholesale millinery trade. On this account the current 
ratio should never fall below two for one and at those sea- 
sons when the business is in its most liquid condition should 
rise to from three to five to one. 

Anaylsis of statements: (See Appendix V, pages 287-353.) 


CHAPTER VIII 
RETAILING 


A. THE AUTOMOBILE DEALER 


The organization of the trade: The factories sell their pro- 
duct to distributors who represent them in certain territory. 
The shipments of cars may be made to the distributor di- 
rect from the factory or from a factory branch, if the latter 
happens to be more conveniently located with reference to 
the distributor’s territory. The distributor then sells his 
cars to dealers in various parts of his district. He may also 
act as a dealer and sell at retail in the city of his location. 
The dealers, particularly the more important ones, may in 
turn have sub-dealers in outlying country towns of the ter- 
ritory allotted to the dealer. It will therefore be seen that 
the distributor is first of all a wholesaler, but that he may 
also be a retailer; and that the dealer is essentially a re- 
tailer.? 

Financing the dealer’s purchases: Most manufacturers sell 
their cars on a cash basis. They draw sight drafts on the 
dealers with bills of lading attached covering the shipments 
of cars. It becomes the individual dealer’s concern, there- 
fore, to make such arrangements as he can for the money: 
needed to lay in his stock. He may furnish all of it himself 
or, more likely, he may borrow part of it from banks or 
other creditors. In those cases where bank credit is used, 
the bank may require that the cars be stored and warehouse 
receipts issued against them and pledged to secure the ad- 
vances made. Before a car is released, the purchase price 
must be paid to the bank. 

While what has just been said, with reference to cash be- 
ing the basis of purchase on the part of the dealer, is gen- 


ae Of course, manufacturers sell a great many cars direct to dealers— 
ie., the distributor is not always an intermediary. 
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erally true, there are some manufacturers who, either them- 
selves, or through affiliated finance companies, grant credit 
to the dealer in order to facilitate the movement in carload 
lots of cars out of the factories during the winter months. 
A cash payment is required of the dealer, the manufac- 
turer drawing a sight draft for the amount (from 15 to 20 
per cent of the list price) at the time the shipment is made. 
Attached to the draft will be a trust receipt and notes (one 
for each car) covering the unpaid balance — both the trust 
receipt and the notes to be signed by the dealer. This ar- 
rangement is used when the dealer is to be permitted to 
keep the cars on his floor. The trust receipt retains title to 
the cars in the manufacturer or finance company. The 
notes are drawn to mature in the spring, when the dealer’s 
active season will begin, and must be paid before the cars 
may be sold. In the event the cars are delivered to a ware- 
house instead of to the dealer himself, a warehouse receipt 
will be attached to each note instead of a trust receipt. 
Upon payment of the note, the dealer may obtain the re- 
ceipt and withdraw the car from the warehouse. The man- 
ufacturer or finance company may leave the receipts and 
notes with a local bank for the convenience of the dealer. 

Financing the dealer’s sales: While the dealer will receive 
all cash in a few of his sales to the public, the great majority 
of such sales are on an installment basis. Usually from one 
fourth to one third of the list price will be required as a 
cash payment from the purchaser, the balance to be paid 
monthly or at other intervals, as may be agreed upon.? The 
purchaser executes an installment note for the unpaid bal- 
ance (or he may give a separate note for each installment), 
which is secured by a chattel mortgage on the car sold. The 
note will ordinarily run from ten to twelve months, al- 
though longer terms are not uncommon. 


t In the case of the more expensive cars, much larger cash payments 
are required, and a large part of the sales are on a cash basis — this, on 
the theory that the class of people able to buy an expensive car ought, in 
large measure, to pay cash for it. 
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Inasmuch as a normal inventory turnover in this line of 
business is from three to four times a year, it will readily be 
seen that if the dealer had no way of disposing of the notes 
taken from the purchasers of his cars, he would soon have 
his capital invested in receivables of comparatively long 
maturities. An institution known as the finance company 
has arisen to meet the dealer’s need in this respect. By ar- 
rangement between the dealer and the finance company, 
the latter will purchase the notes receivable of the former. 
The dealer will usually endorse the notes with recourse, al- 
though there are finance companies which purchase receiv- 
ables endorsed without recourse. If the dealer is of some 
considerable responsibility, his bank may agree to give him 
immediate credit for drafts drawn upon finance companies, 
when accompanied by customers’ notes properly endorsed 
and insurance policies covering the cars involved and chat- 
tel mortgages, or other securing documents, carrying title 
to the cars. It is clear, therefore, that the finance company 
enables the dealer to sell his cars on practically a cash basis 
and that this in turn enables him to meet the manufac- 
turer’s demand for cash. The charges made by finance 
companies are heavy, and, of course, are paid by the pur- 
chasers of cars. Some idea of just how heavy the charges 
are may be gained from the following actual and typical ex- 
ample: 

A certain make of automobile sells delivered in Dallas 
for $1090 for the touring model. The initial payment of 
one third cash would amount to approximately $370, leav- 
ing a balance of $720 to be paid out in twelve equal monthly 
installments. The purchaser would give an installment 
note for this amount plus a flat discount charge of 9 per 
cent. The entire principal amount of the note and the in- 
terest would be paid monthly. It is plain that the pur- 
chaser does not have the use of $720 for the full twelve 
months; actually he has the use of the equivalent of only 
$390 for the full period. And yet he is paying 9 per 
cent on $720, or the equivalent of approximately 1614 per 
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cent per annum on the funds actually used for the entire 
period. 

The finance companies obtain their working capital from 
the investment of their stockholders, from banks, and es- 
pecially from the investing public through the issue of col- 
lateral trust notes or bonds secured by the receivables dis- 
counted for the dealer. 

The dealer and his bank: If the dealer is selling his receiv- 
ables to finance companies, as will probably be the case, he 
should not borrow much from his bank except in the spring 
of the year when his stocks of automobiles are heaviest. On 
the other hand, he may have to borrow in connection with 
certain side lines of his main business, such as the handling 
of parts and accessories and the running of a repair shop. 
Then the dealer may desire to carry his receivables as long 
as possible before selling them to a discount company in or- 
der to postpone the heavy charges made by the latter and 
save for himself the substantia! interest charge paid by the 
purchasers of cars. Finally, the dealer will find it necessary 
from time to time to sell cars on terms unacceptable to the 
discount company. Receivables arising out of such sales 
must be carried by the dealer and may oblige him to seek 
accommodation from his bank. As a general proposition, 
the bank borrowings should not exceed the inventories on 
hand. 

The used-car problem: It is well known that every dealer 
often must take in as part of the cash payment on a new 
car the purchaser’s old car. On account of the severely com- 
petitive conditions existing in the business, the dealer is con- 
stantly in danger of bidding too high a price for the used 
car. These cars often make up a large part of the dealer’s 
gross profit, and may, in many cases, absorb a substantial 
amount of his working capital and necessitate his borrow- 
ing heavily from banks when, otherwise, he might not have 
to call upon them at all. Therefore, if he cannot turn these 
used cars into cash, and if, in turning them into cash, he 
cannot at least ‘break even’ on the transactions, he will be 
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courting disaster. In short, the used car is a sort of perpet- 
ual nightmare with the dealer. He must, by virtue of the 
nature of his business, be a trader of old cars as well as a 
vendor of new ones. It is therefore not surprising to see 
the dealers in a large city or town conducting very vigorous 
sales campaigns in order to rid themselves of their accumu- 
lated stocks of used cars. To the purchasers of used cars, 
somewhat the same terms are granted as in the case of new 
cars, except that the cash payment is uniformly higher — 
usually not less than 40 per cent of the selling price. Fi- 
nance companies will handle paper arising from the sale of 
used cars, and thus enable the dealer to handle this end of 
his business on practically a cash basis. 

Miscellaneous characteristics of the business: Inventory is 
usually highest in the spring for the reason that spring and 
summer are the important selling seasons for automobiles. 
But the growing popularity of the closed car is tending to 
make the demand for automobiles more uniform throughout 
the year. At the present time, however, winter is the dull 
season of the year. Bank borrowings would ordinarily be 
lowest in the winter and highest in the spring. 

It has already been pointed out that the dealer turns his 
inventory from three to four times a year and that his re- 
ceivables, owing to the long terms of sale, do not turn as ra- 
pidly. Therefore, if the dealer carries a substantial amount 
of receivables, they may be in excess of his merchandise in- 
ventory. As a rule, however, he sells his receivables to 
banks or finance companies, so that they would usually not 
appear in very large amounts on the statement. 

Some points to bear in mind: The inventory should be 
segregated as to new cars, used cars, and parts. Used cars, 
from the banker’s point of view, are more or less a specu- 
lative asset. They should constitute as small a proportion 
of inventory as possible. 

Too large an investment in parts should be avoided, be- 
cause this part of inventory moves slowly. Moreover, in 
the event of the liquidation of the concern, about the only 


RETAILING 209 


market for such merchandise would be the manufacturer of 
the car handled, and he would buy them back only at a sub- 
stantial discount. 

The dealer’s gross profit, or the discount allowed by the 
manufacturer, amounts to.about 20 per cent of the list price 
of the car. The percentage is higher in the case of the more 
expensive cars and lower in the case of the very popularly 
priced cars. 

On an average, it has been found that about five per cent 
of a dealer’s endorsing liability on discounted receivables 
becomes a real liability. The banker should be kept in- 
formed regarding the extent of his dealer-customer’s con- 
tingent liability. 

As a rule, the dealer will have sold most of his notes re- 
ceivable to finance companies, and therefore should not 
show a large amount on his statement. If the statement 
shows that he is carrying a substantial amount, and there is 
no reason to believe that the dealer is of sufficient means to 
warrant his carrying them, they may represent the dregs of 
the receivables — those which the finance companies have 
refused to take. 

The motor truck: What has been said above about auto- 
mobiles in general applies for the most part to motor trucks 
also. It seems, however, that manufacturers more uni- 
formly grant credit terms to dealers handling trucks than is 
the case with passenger car manufacturers. The dealer is 
often permitted to purchase the truck by paying part cash 
and settling in perhaps as many as twelve monthly install- 
ments for the balance. The dealer sells on about the same 
terms as those on which he purchases. Finance compa- 
nies discount truck paper as well as regular automobile 
paper. 

Inventory turns about three times a year, somewhat 
less than in the case of passenger cars. Summer is the best 
selling season, although there are no marked seasonal varia- 
tions in the business done. Inventory is generally highest 
in May and lowest in January. 
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In Texas trucks are handled for the most part by factory 
branches rather than by dealers. 
Analysis of statements: (See Appendix V, pages 287-353.) 


B. THe FuRNITURE AND MusiIcAL INSTRUMENTS TRADES 


Terms of sale: The great majority of sales of furniture and 
musical instruments are made on an installment basis. It is 
estimated that the initial outlay for furniture required for 
the average family amounts to about $750. In only a rela- 
tively small number of cases does the family just commenc- 
ing to keep house have as much as $750 saved up for the 
purpose of purchasing furniture. The installment house, 
however, comes to the aid of the purchaser by offering 
credit facilities and thus enabling him to purchase out of 
future income. The installment plan greatly increases the 
buying power of the customer. 

The purchaser will usually be allowed to spread his pay- 
ments over a period of from a few months to one or perhaps 
two years. Terms allowed on talking machines, however, 
seldom extend beyond twelve months. Band instruments 
sell on still shorter terms. The purchaser will sign an in- 
stallment chattel mortgage note in which the terms are 
fully set out. 

Receivables, merchandise, and current ratio: Inasmuch as 
the dealer is consistently turning his inventory into receiv- 
ables of a comparatively long average maturity, it is neces- 
sary, unless he has an unusual amount of his own working 
capital available, to find some outside help in carrying 
them. Some houses will, therefore, at times sell their in- 
stallment notes to finance companies in order to raise work- 
ing capital, but this is done only when other methods of ob- 
taining funds are not available, because the cost of such 
credit is high. The average maturity of the receivables will 
in specific cases run from eight to twelve months. Since in- 
ventory usually turns from two and a half to three times a 
year, it is therefore clear that if a concern is carrying its re- 
ceivables they will usually be substantially in excess of the 
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inventory. If none of the receivables are sold, they should 
be high enough in amount so that monthly collections plus 
cash sales plus cash down payments less expenses will equal 
current purchases of inventory. A concern doing an in- 
stallment business should show a substantial excess of quick 
assets over current liabilities, because receivables (and 
therefore the total quick assets), owing to their long aver- 
age maturity, must be large in the aggregate to provide a 
sufficient cash income to care for maturities among the cur- 
rent liabilities (since the terms accorded the dealer by his 
creditors are not so long as those on which he sells). More- 
over, receivables contain a large amount of profit, which 
would tend to increase the current ratio. It is stated that 
the current ratio should never fall below two for one. 

Terms of purchase: Generally speaking, the music dealer 
buys his band instruments and talking machines on open 
account. Terms are either net 30 days, or perhaps 2 per 
cent 10 days in addition to the usual trade discount is al- 
lowed. Furniture and pianos are sold on a note basis, thus 
involving the extension of long term credit on the part of 
the manufacturer to the dealer. Remittances are made pe- 
riodically by the dealer as his collections are effected. Piano 
notes are frequently made payable in three installments — 
four, eight, and twelve months after date, with interest at 
6 per cent covering the period after the first four months. 
In the light of these facts, a large amount of bills payable 
for merchandise would not be out of place on the statement 
of an installment house. 

The dealer does not obtain from the manufacturer terms 
as long as he grants the purchaser, one reason being the 
fact that about half the retail price is made up of gross pro- 
fit. Thus, when one half, or perhaps less, of the credit pe- 
riod extended the purchaser has expired, the dealer has re- 
covered the cost price of the article sold and is in a position 
to remit to the manufacturer. 

Points in the analysis of the financial statement: There is 
not much fluctuation in the receivables since the install- 
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ment principle tends to spread the volume of business fairly 
evenly over the whole year. Business is somewhat better 
from August to December, however, than during the other 
months of the year due to the general speeding-up of busi- 
ness in the fall. Inventories are usually somewhat higher in 
the early fall months than at other times and bank and 
other indebtedness is consequently also somewhat higher 
then. In general the installment business is non-seasonal 
in character; therefore a retail furniture or musical instru- 
ment dealer may never entirely pay up his indebtedness, or 
even his bank lines, at any one time. 

The dealer should clearly indicate on his statement 
whether any receivables have been sold to finance com- 
panies and what his contingent liability is. Frequently the 
dealer will borrow from his bank against some of his bills 
receivable as collateral. The statement should reveal any 
assets which are pledged. 

The banker should obtain a schedule of the dealer’s re- 
ceivables classified as to age and maturity. It is stated that 
the best dealers will not permit their current indebtedness 
to exceed seventy-five or eighty per cent of the merchandise 
carried. Borrowings should, of course, be kept within a 
reasonable proportion to net worth. 

A large part of the dealer’s sales are made to people with 
small means and frequently of no established credit stand- 
ing. There is on this account some risk of loss from having 
to repossess merchandise. On the other hand, the receiv- 
ables are in nearly all cases secured by chattel mortgages on 
goods sold and the risk of loss is diminished from month to 
month as installment payments are made. 

Gross profit in the. business: Gross profit will frequently 
amount to as much as fifty per cent of sales or one hundred 
per cent of cost. This would appear to be high, but the 
merchandise handled could hardly be called a prime neces- 
sity and the demand is therefore neither so broad nor so 
constant as in the case of some other classes of merchandise, 
such as groceries. Each article handled usually involves a 
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rather high investment of funds by the purchaser and this 
restricts the volume of business which may be done on a 
given capital investment. Then, as stated, there is some 
risk of loss from goods that have to be repossessed. Finally 
the business is conducted for the most part in the high rent 
sections of the city and with a rather high labor expense. 

The open account furniture house: In the larger cities of 
Texas there are some furniture houses which sell principally 
on open account instead of on an installment note basis. 
These houses also buy for the most part on open account 
and borrow from banks in order to discount their merchan- 
dise bills. The open account house, therefore, should at 
statement date show no very large amount of bills 'receiv- 
able or bills payable to trade creditors. Receivables should 
ordinarily not exceed inventory because they should turn 
from four to six times a year, whereas inventory would nor- 
mally turn not more than three times a year. 

There are few open account houses which do strictly an 
open account business and there are few installment ac- 
count houses which do strictly an installment business; 
usually a given concern will do both an installment and 
an open account business, although one or the other will 
largely predominate. 

Analysis of statements: (See Appendix V, pages 287-353.) 


C. THE LUMBER TRADE 


As a matter of convenience the lumber manufacturer 
and wholesaler will be considered in this section along with 
the retail lumber dealer. 


I. THE MANUFACTURER 


Seasonal character of operations: Strictly speaking, there 
are no seasons in the mill’s operations. Weather permitting 
the mill cuts and dresses timber throughout the year. 

Forms of organization: There are a great many small in- 
dependent mills. There are also many very strong and 
large independent mills. Then it is common in this state 
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for a group of small mills to be under the control and man- 
agement of a head office located in one of the principal 
cities of the state. The small independent mill may be dis- 
tinguished from the other forms of organization in the trade 
by the fact that, due to a lack of resources and credit, it us- 
ually carries a smaller amount of cut timber and products 
and of receivables. A mill of this class will sell the greater 
part of its product to wholesalers. 

Financing the mill: Borrowing from the bank is usually 
on open note. Some of the larger companies issue paper in 
the open market. As a rule, the mill will not carry much 
cut timber or lumber in stock. It must carry some, how- 
ever, particularly of the commoner grades, on account of 
the fact that from sixty to ninety days are required to sun- 
dry it. The finer grades are kiln-dried, a process which re- 
quires only four or five days. In general, however, it may 
be said that the mill will not carry more than a month’s 
sales in the form of cut timber and lumber. Borrowing is 
occasioned, therefore, principally to carry receivables and 
to defray operating expenses. 

In this state the mills deal mainly with the retail lumber 
yard rather than with the wholesaler. Terms of sale are 2 
per cent discount for payment within five or six days after 
arrival of car (to permit the retailer to inspect the ship- 
ment), with net terms of 60 days. It is said that approxi- 
mately 80 per cent of the retailers avail themselves of the 
discount. The mills usually sell the wholesaler on a sight- 
draft basis. 

Inasmuch as standing timber will likely be the mill’s 
most important asset, it should be of interest to consider 
the method of financing its acquisition. Very often the mill 
will be unable to carry its standing timber on its own re- 
sources. In those cases, the timber will be bonded, the 
bonds maturing serially so that they may be paid as the 
timber securing them is cut and sold. While timber may 
not in its uncut state be considered a quick asset, since it is 
not readily salable in that condition and is usually of too 
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large a quantity to be used up in the current operations of 
the mill within a short time, nevertheless it is a semi-quick 
asset. If the mill has a large supply of it, it is assured of its 
raw material for some time to come, and at a known price. 
On account of the importance of standing timber to the 
mill, the banker should know in any given case what means 
the mill has taken to protect itself against loss from fire and 
storms. This would be a particularly important question if 
the timber was bonded, as then, in the event of serious loss, 
the mill might be bankrupted in trying to take care of the 
bond issue, which, it was anticipated, would be cared for by 
the timber itself. 

How sales are made: The mills have traveling salesmen 
who visit the retailers and book orders. A large part of the 
lumber manufactured by the mills is marketed through 
commission brokers, who bring the retailer and mill to- 
gether. At the present time increasing quantities of lumber 
are being imported into the state from the Pacific North- 
west, and as a consequence commission brokers are taking 
on added importance in the trade. As a rule, lumber ship- 
ments are made to the retailer on an open account basis. 
The note and trade acceptance are not ordinarily used, 
except to close out delinquent accounts. 


2. THE WHOLESALER 


The wholesaler does not occupy a position of particular 
prominence in the lumber trade of this state, the mills us- 
ually dealing directly with the retailers. There are a few 
very important wholesalers, however. They ordinarily 
carry no inventory, merely booking orders and billing the 
purchasers of the lumber. The purchasers receive the lum- 
ber direct from the mill. The mill, of course, bills the 
wholesaler. Thus the wholesaler’s statement would show no 
inventory, but would show a large volume of receivables. 
It would also probably show substantial bank borrowings, 
since the wholesaler must settle with the miller on prac- 
tically a cash basis, whereas he must sell the retailer on as 
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long as 60 days’ time if purchases are not discounted. The 
bank would therefore be called upon for assistance in car- 
rying the receivables. 


3. THE RETAILER 


Seasonal character of the business: As in the case of the 
manufacturer, the retailer does an all-year business. The 
winters in Texas are usually not so severe as to interfere 
seriously with building operations; consequently, the de- 
mand for lumber is fairly steady throughout the year. 
There is some falling-off in activity in mid-summer, how- 
ever, and business may be somewhat better than the aver- 
age during the spring and fall. 

Terms of sale: From 50 to 80 per cent of the retailer’s 
sales will be on a secured basis. Such sales as are made on 
open account may be on a 2 per cent discount basis with 
net terms of from 30 to 90 days, but as a rule most of 
the sales are on a net 30 days arrangement, only the 
larger and more regular customers receiving the discount. 
In special cases, or where necessary to meet competition, 
very large discounts may be granted. 

But, as stated, most of the sales will be on a secured 
basis. Mechanic’s or material-man’s lien notes are taken 
by the lumber company to cover the unpaid portion of the 
cost price of the completed property. These notes will run 
for several years. Some of them may be payable in install- 
ments. It should be remembered that most retail lumber 
dealers will undertake to build and finance a house for the 
owner of a lot. Since only about one fourth the cost of the 
house will be represented by the actual lumber which the 
retailer has furnished, it will be seen that he does a loan 
business almost as much as a lumber business. The lumber 
dealer will usually take a first lien note for 50 per cent of the 
value of the entire property and a second lien note for 25 per 
cent. If the company or dealer has sufficient resources to 
carry all the lien notes, they may amount on the statement 
to as much as four times the inventory on hand. Many con- 
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cerns discount a part, at least, of their receivables, and some 
have affiliated companies through which they issue collateral 
notes to the public secured by lien notes. A number of re- 
tailers are engaged in the development of city real estate. 
They put up houses on tracts of land which they have 
bought and market the completed properties. 

The first lien notes above mentioned can usually be sold 
at par, but in this state the second lien notes may undergo 
very heavy discount — ranging from 8 to 30 per cent, de- 
pending upon location of the property, value, owner’s 
equity, and many other factors. 

Financing the retailer's purchases: As pointed out in the 
discussion of the manufacturer, terms granted the retailer 
are usually 2 per cent for cash within a few days after ar- 
rival of a given shipment from the mill with net terms of 60 
days. Most retailers take the discount; therefore most of 
the liabilities shown on a retailer’s statement should be in 
the form of notes payable to banks, representing money 
borrowed for the purpose of discounting bills. Then, as in- 
dicated above, the retailer may raise considerable working 
capital by discounting his receivables. 

Miscellaneous considerations: Inventory will normally 
turn from three to four times a year. Gross profit will 
average about 20 per cent of sales. The conservative and 
well-managed enterprise will usually not allow its total cur- 
rent indebtedness to run in excess of merchandise on hand. 
The indebtedness should also be kept within reasonable 
proportion to the net worth, for the company, in its secured 
receivables, should have a resource upon which it is com- 
paratively easy to realize. When receivables are sold, the 
company will ordinarily endorse them without recourse. 
Sometimes, however, they are endorsed with recourse, and 
in such cases the contigent liability of the company should 
be clearly set out on the financial statement. 

Analysis of statements: (See Appendix V, pages 287-353.) 


CHAPTER UX 
MISCELLANEOUS 


A. THE CONTRACTOR (BUILDING AND PAVING) 


WE shall deal in this chapter with the two principal classes 
of contractors: The building contractor and the paving con- 
tractor. 

Procedure in letting contracts: Both the building con- 
tractor and the paving contractor obtain their jobs through 
competitive bidding. The bids are estimates of what, in the 
contractor’s judgment, it will cost to do the work bid upon, 
plus a certain profit. Paving contracts are let by the gov- 
erning body of the municipality. The cost of improving 
street intersections will be borne by the municipality and 
the remainder of the cost will be paid by the abutting pro- 
perty-owners and by the railway or street railway, if any, 
using the street. Upon completion of the work, the mu- 
nicipality will assess the appropriate proportion of the cost 
against each abutting property-owner and will declare the 
assessment a lien on the property. The ordinance of as- 
sessment will provide for the payment of the amount as- 
sessed in annual installments and will provide for the is- 
suance of assignable certificates covering the assessments 
against specific property-owners. These certificates are 
turned over to the paving contractor and can usually be 
marketed without very great difficulty. 

Not infrequently in the case of the building contractor 
the owner of the property or the loan company financing 
the operation will require that the contractor take out a 
bond as a guarantee in a specified amount of the fulfillment 
of the contract. The bonding company, of course, before 
issuing a bond makes an investigation of the standing and 
responsibility of the contractor. 

How the contractor 1s paid: The building contractor sub- 
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mits, usually at thirty-day intervals, statements covering 
the cost of the work that has been done and also of the ma- 
terials on the ground. If the estimate is accepted, 80 to 90 
per cent of the estimated cost will be paid to the contractor. 
The difference of 10 or 20 per cent is retained by the owner 
or finance company as a margin. The paving contractor 
collects from the city on the street intersections in much 
the same manner, but the intersections amount to only 
about one fourth of the total paving job. The property- 
owners pay nothing until the job has been completed, at 
which time they are called upon for from one sixth to one 
fifth of their pro-rata share of the cost, the remainder to be 
paid, as previously indicated, in annual installments (us- 
ually four or five in number). 

Points to consider in the analysis of the contractor’s state- 
ment: The contracting business is rather hazardous be- 
cause bidding for particular contracts may be highly com- 
petitive and may, therefore, necessitate close figuring on 
the part of the successful bidder. His estimate or bid is at 
best only an intelligent guess and if it is wrong he may sus- 
tain a heavy loss. Since the contractor will usually have a 
number of jobs under way at any given time and since the 
winters in this country are usually mild and open, thus 
making possible continuous operations, he is very likely to 
be a continuous borrower. Moreover, many physical diffi- 
culties may be encountered which will delay and other- 
wise add to the cost of completing an undertaking, and 
these may often spell the difference between profit and loss. 
Therefore, if the bank is called upon to finance a particu- 
larly large operation, it should look over the contractor’s 
estimates and determine, in its best judgment, the possi- 
bilities of success in carrying it through. 

The contractor will usually not show a large amount of 
materials on hand inasmuch as they are bought only as 
needed for the work immediately in hand. Such materials 
are usually very staple, however, and readily marketable. 
Most of the quick assets will consist of work in progress 
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and, in the case of the paving contractor, paving certifi- 
cates and other receivables growing out of the normal 
course of operations. These items are usually very liquid 
and of high quality because they represent debts due the 
contractor and are for the most part either due from re- 
sponsible people (especially in the case of the building con- 
tractor) or are well secured (as in the case of the paving 
contractor whose paving certificates are secured by liens on 
real estate). As already pointed out, paving certificates 
are liquid because they are readily marketable. They are 
considered a quick asset on the paving contractor’s state- 
ment. 

The contractor may show a fairly substantial amount of 
accounts payable, representing materials bought. Terms 
on such material will usually average about thirty days. 
For the most part, however, the current liabilities should be 
made up of bank borrowings; this would be especially true 
of the paving contractor who was undertaking to carry 
a substantial amount of paving certificates. Owing to the 
fact that the receivables of the contractor are normally of 
high quality and liquid and because such inventory as may 
be on hand will usually be readily salable, a current ratio 
of 1% to I is, in most cases, considered satisfactory. 

The bank would ‘expect the contractor’s statement to 
show a rather heavy investment in machinery and equip- 
ment. This would be particularly true of certain paving 
companies owning plants in which they manufacture pav- 
ing compositions. 

Analysis of statements: (See Appendix V, pages 287-353.) 


B. THE OIL PRODUCER AND REFINER 
Texas ranks third among the oil producing states of this 
country. Many Texas bankers are in various ways called 
upon to help finance the oil industry. Numerous interest- 
ing and intricate problems in credit arise in this connection, 
and some of the more important ones will be taken up in 
this discussion. Inasmuch as most of these problems arise 
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in the case of the small independent producer and refiner, of 
which there are many in this state, our discussion will be 
confined to the producer and refiner of that type. The 
strictly ‘wildcat’ producer will not be shown much con- 
sideration, as under ordinary circumstances he would not 
be entitled to credit from a commercial bank. His activi- 
ties are purely speculative. 


1. THE Ort PRODUCER 


The nature of his operations: He may own his producing 
properties in fee, but usually he merely has them leased, 
paying the fee owner a certain portion of the oil obtained 
as a royalty. In this state, the customary royalty is one 
eighth. When he obtains production, he runs his oil into 
battery tanks on his lease, which are connected with a pipe 
line if the lease is located in a field which has been proved 
and developed. If no pipe-line connection is available, the 
oil is shipped out over the nearest railroad. If market con- 
ditions are satisfactory, the pipe-line company will pur- 
chase the oil at a price which is posted daily for that partic- 
ular grade. The pipe-line company may, however, simply 
transport it to storage or terminal points on the Gulf of 
Mexico for the account of the producer. The usual pro- 
cedure is for the company to buy the oil, title passing to it 
as soon as the oil is turned out of the battery tanks into 
the pipe lines. Settlement is made with the producer every 
fifteen days — usually on the 1oth and 25th of each month. 

Why the producer borrows from his bank: The producer 
borrows mainly for the purpose of carrying on development 
work in connection with his leases, or he may buy leases 
themselves with the borrowed money. Development work 
embraces the buying of rigs, engines, drilling tools, and all 
the expense incident to drilling wells. It will readily be seen 
that money used in this way really represents an outlay for 
capital purposes. The producers so recognize it and so 
treat it on their books. But the underlying principle of 
commercial banking is that the funds of the bank which 
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are loaned out shall be used in current transactions; that is, 
transactions which will at their completion provide the 
means of liquidating the debt. If the funds are invested in 
fixed assets, such as oil-well equipment, or are used for the 
purpose (a capital purpose) of developing oil properties, it 
can hardly be said that the transactions will provide the 
means of liquidating the debt created. The banker must, 
therefore, look to something else besides the immediate 
transaction for the return of the funds he has advanced. 
He looks to the production already obtained by the bor- 
rower or to that which the borrower, operating in proved 
territory, has reasonable prospects of obtaining. There is 
no certainty as to just when the producer will liquidate his 
indebtedness, for if he is developing lease after lease, he may 
need borrowed capital for an indefinite period of time. On 
the other hand, if the producer is not carrying on additional 
development, it should not take him long to pay off his in- 
debtedness entirely after production is once obtained. Pro- 
vided he were not confronted with the necessity of drilling a 
great many offset wells within a short space of time, the first 
few good producers on the lease should soon enable him to 
retire his borrowed money and finance the further develop- 
ment of that particular lease out of his own resources. In 
most cases, however, the producer will no more than get be- 
yond the development stage on one lease and put it ona 
self-supporting basis than he will begin the development of 
another lease, and soon, with the result that he may be con- 
tinuously in debt to his bank for an indefinite time. 

Aside from borrowing for development purposes, the pro- 
ducer may at times use his bank for the purpose of carry- 
ing oil in storage. 

Hazardous nature of the business: While the bank should 
not, of course, finance ‘wildcat’ operations, still every well 
that is drilled is more or less of a ‘wildcat’ until the bit 
actually strikes the sand, for however proved the territory, 
no well is certain to be a producer until it is brought in. 
The writer not long ago walked over an extensive proved 
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oil field in the vicinity of Wichita Falls, Texas, and found 
that within a few hundred feet of a good producing well, 
a driller had just brought in a dry hole, and within less than 
a hundred feet in another direction from the producing 
well, the driller brought in only a twenty-barrel well. Oil is 
found in pools or pockets, and these may be extremely 
spotted over a given territory. That is why so much uncer- 
tainty attaches to drilling operations even in a proved area. 
But most producers in a proved field will have what is 
called settled production (to be described in greater detail 
later on) ; thatis, production from wells which have been pro- 
ducing for some time. If this production is really settled, 
the producer will have a basis of credit and something to 
absorb the losses which must result from the dry holes he 
will bring in as his operations progress. 

Aside from the danger of getting dry holes, even in proved 
territory, there is the risk of the wells turning to salt water. 
This may happen in the best producing well overnight. The 
process of turning to salt water may be a gradual one, ex- 
tending over many months, but when the water puts in an 
appearance, the value of the well as a basis of credit is seri- 
ously impaired if not destroyed. 

But even in the event the producer has a good lease with 
profitable production, it is not unlikely that he will catch the 
speculative fever and immediately buy up other leases. He 
may easily lose on these leases, either by unfortunate drilling 
or unfortunate trading, all that he has made on a good lease. 
The affairs of the small producer are in most cases in a 
state of constant flux; consequently, the banker cannot 
rely too strongly upon a given statement for an accurate 
picture of the producer’s financial condition if the statement 
is more than a few months old (and in many cases more than 
a few weeks old). The conservative bank will not wittingly 
lend the funds of its depositors to producers who use them 
for the purpose of speculating in leases. 

Granting, however, that the producer is a conservative 

t The well was making 400 barrels a day. 
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operator, and is using the hank’s money to develop what 
gives promise of being a very rich lease, the banker may 
suddenly find him in a very serious situation financially. Let 
him bring in one or two paying wells, and soon the owners 
of leases surrounding him will begin to drill wells all around 
his lease. These wells are known as offsets. They are drilled 
near the edge of a lease, so that they may prevent the neigh- 
boring lease-owner’s wells, situated just across the boundary 
line, from drawing out all the oil from the underlying sand. 
The law requires that the lease-owner drill an offset well to 
every producing well on a neighboring lease drilled within a 
certain number of feet of the boundary line between the 
leases. The object of the law is to protect the royalty owner, 
or the fee owner of the land. It will therefore be clear to the 
reader that, in spite of the one or two paying wells the pro- 
ducer may have brought in, he may on very short notice 
need a hundred thousand dollars to begin offset wells to those 
that have been brought in on surrounding leases. Such wells 
as he has will not have been producing long enough to pro- 
vide him with the necessary capital. He will probably turn, 
therefore, to his bank. If the bank refuses credit, he will 
simply have to sell out. More than one producer has ‘drilled 
himself into bankruptcy’ in meeting the offset requirements 
of the law. And one of the hard things about the matter is 
that if a bank once begins to finance one of these producers, , 
and if the producer suddenly finds himself in the throes of a 
drilling orgy, it must see him through in order to protect 
what it has already advanced him. 

But let us suppose that the producer has survived all the 
hazards above pointed out, and has his lease drilled to the 
point where he can begin to retrieve the capital — both his 
own and the bank’s — which he has risked in it; still he is 
confronted with the uncertainty as to the price that he will 
receive for his oil. He must sell it to some one of the larger 
companies through pipe-line companies which are controlled 
by them, and he has very little to say about the price which 
he will receive. Prices fluctuate very widely, and in many 
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cases constitute an important factor in the producer’s 
ability to take care of his obligations. 

Information necessary to proper extension of credit: First 
of all, the bank should know how much settled production 
the producer has. And at this point we should understand 
what is meant by settled production. When a well is first 
brought in, it may flow for some time under its own gas 
pressure and without the aid of a pump. This initial or flush 
production does not last long as a rule, and soon the well will 
be put on the pump. The falling-off in production is very 
rapid at first, but, after the well has been on the pump from 
three to twelve months, the flow becomes steadier and the 
yield from day to day does not show much change. There is, 
of course, a continuous decline in the amount of oil pumped, 
but it is very gradual. This regular flow, as distinguished 
from the flush production, is called ‘settled,’ and in proved 
fields the life of wells with such production can be estimated 
with sufficient accuracy to permit of their being used by the 
bank as a basis of credit. But the banker should know with 
regard to each producing well — 

(a) When it was brought in; 

(b) Its initial or flush production; 

(c) Its present rate of production; 

(d) How long the well has been producing at about its 

present rate; 

(e) The depth of the well to the sand and the depth of the 

sand, 

(f) Whether any water is being pumped and the amount, 

if any. 

Then, by leases, the producer should show his total pro- 
duction for the three thirty-day periods preceding the date 
of the statement on an average daily basis. These figures 
will not only show to what extent the producer’s total pro- 
duction is influenced by flush production from certain wells, 
but will be especially valuable as indicating the probable 
future liquidating ability of the producer; that is, the figures 
will give the banker some idea of what the producer will 
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have available over a given future period for the purpose of 
taking care of his obligations. Then, finally, the producer 
should furnish certain information in more or less detail con- 
cerning each one of his producing leases — such as his inter- 
est in the lease, the number of acres in the lease, the location, 
the number of producing wells, the average daily production 
of each lease in barrels, to whom the oil is run, the monthly 
cost of operating each producing lease, and the producer’s 
valuation of his interest in the lease. 

There is no good reason why the banker may not obtain all 
of the above information, inasmuch as the producer must 
have it available for income tax purposes. Moreover, it is 
information absolutely essential to a proper determination 
of the producer’s settled production and his probable ability 
to pay his debts. The banker, of course, should not lend 
funds which, in a sense, have been entrusted to him, unless 
he knows with reasonable certainty that the borrower will 
be able to pay them back. 

Having ascertained the extent of the settled production 
the banker will desire to know to what extent the producer 
will have to drill offset wells and the probable cost of such 
operations. We have already seen what offset drilling may 
mean to the producer if he does not have the capital to pro- 
tect his leases by drilling the necessary offset wells. In 
short, before beginning the financial relationship with the 
producer, the banker should find out as nearly as possible 
about how far he will have to go; otherwise, he may soon 
find himself in the position of having to throw good money 
after bad. 

In this connection information should be furnished by the 
producer as to what his ordinary drilling and development 
expense (exclusive of offset wells) is likely to be, in order that 
the banker may form some idea of when the producer will be 
in a position to begin paying off the advances made him. 
Of course, he will not be able to do this, in all probability, 
until after his lease is fairly well drilled in and on a settled 
production basis. It has been the usual experience of pro- 
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ducers that the first one or two wells obtained will not see 
them through to the complete development of the lease 
without the assistance of the banker. And the first wells cer- 
tainly will not, if they are to be called upon to pay off the 
borrowings incurred by the producer in drilling them. 

The banker, thus having satisfied himself concerning the 
producer’s probable income and outgo, is ready to consider 
the actual assets and liabilities as shown by the producer’s 
financial statement. 

Since no considerable amount of oil is stored on the pro- 
perty —the oil being run almost immediately into the 
gathering lines of pipe-line companies who settle for it every 
fifteen days — no large amount of inventory and receiva- 
bles should be shown on the statement. Aside from various 
assets, such as real estate, stocks and bonds, which are not 
directly connected with the producer’s oil operations, the 
most important asset on his statement will be his produc- 
ing leases, and it becomes at once of prime importance that 
the banker understand the basis on which they are valued, 
and whether that valuation is reasonable. The reasona- 
bleness of the valuation will depend very largely upon the 
amount of settled production. 

The valuation of producing properties: Settled production 
is often dealt in by producers at so much per barrel of pro- 
duction. The market for leases on this basis is sometimes 
very active. During the visit of the writer to Wichita Falls 
in April, 1924, settled production was selling for about $700 
per barrel — which meant that if a producer had a lease with 
a settled production of 1000 barrels a day, he could sell it for 
$700,000. This rather general and more or less arbitrary 
method of valuing leases is no doubt the result of the con- 
scious or unconscious determination of the present value of 
the estimated future recoverable oil on the lease through the 
interplay of rumor, price, supply, demand, experience, and 
all of the other factors that ordinarily manifest themselves 
in a free and active market for any commodity. A producer 
may, therefore, show the leases in his statement at the cur- 
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rent price for his settled production. Another method, and 
one which is followed by many of the larger and better 
established independent producers, is to show the producing 
properties at cost, regardless of how much actual value may 
have been added to them through subsequent development. 
These producers, however, maintain complete records of the 
enhanced value of the properties due to the bringing in of 
new wells and the increased probable future production of 
those properties as determined in ways to be presently ex- 
plained. They will maintain such records for income tax 
purposes. 

Many producers, however, will by various means attempt 
to value the estimated recoverable oil in their leases and 
show such values on the statement. There is no particular 
objection to showing these values on the statement, but they 
are merely book values arrived at through a sort of appraisal, 
and until the oil is actually obtained (which is the only con- 
clusive evidence that it exists), they represent nothing of a 
tangible nature. Therefore, if such values are placed among 
the assets, they should be clearly designated and the off- 
setting item on the liability side of the statement should be 
equally clearly designated as a part of the surplus or net 
worth. 

Valuing the estimated future recoverable oil reserves: Largely 
as an inducement to the oil operator to continue his very 
uncertain prospecting for oil, the Government in its income 
tax law gave him the privilege of writing up or capitalizing 
within reason the future production of his properties in order 
that he might retain from each year’s earnings a certain sum 
for depletion or return of capital before rendering his taxable 
income. Oil, like the products of mines and forests, is 
‘a wasting asset. The Commissioner of Internal Revenue 
has laid down certain rules which must be followed by 
companies desiring to value their leases for depletion pur- 
poses. 

If the property was acquired before March 1, 1913, the 
fair market value must be determined as of that date. In 
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the case of oil or gas wells discovered by the taxpayer on or 
after March 1, 1913, and not acquired as the result of pur- 
chase of a proved tract or lease, where the fair market value 
is disproportionate to the cost, the fair market value must 
be determined as of the date of discovery or within thirty 
days thereafter. No rule or method of determining the fair 
market value of mineral property is prescribed, but the 
Commissioner will lend due weight and consideration to any 
or all factors and evidence having a bearing on the market 
value, such as — 

(a) Cost; 

(6) Actual sales and transfers of similar properties; 

(c) Market value of stock or shares; 

(d) Royalties and rentals; 

(e) Valuation for local or state taxation; 

(f) Litigation in which the value of the property was in 

question; 

(g) Disinterested appraisals by approved methods. 

It is with (g) that we are particularly concerned now. If 
the producer has a proved lease and desires to write on the 
books the discovery or appraised value of the property, he 
might go about the matter as follows: 

From the production records of each well, he can plot the 
production figures and project the curves thereby obtained 
into the future in accordance with the slope of the curves. 
The curves assume the shape of hyperbolas. In the Govern- 
ment’s Manual for the Oil and Gas Industry it is stated that 
actual experience has shown that the estimated recoverable 
reserves of oil can be brought within surprising nearness to 
the actual figures by the use of production curves.' The pro- 
ducer can check up his estimates against the experience of 
neighboring producers who are working under the same 
general conditions. Having obtained in this manner an 
estimate of his reserves of oil and the probable life of his 
wells, his problem now becomes one of determining how 
much of each year’s income he may set aside as representing 

t See the Manual published in 1918, passim. 
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the depletion of those reserves. This can best be understood 
by taking a concrete example. 

Suppose Jones has determined through the use of pro- 
duction curves, or otherwise, that his tract probably con- 
tains 2,000,000 barrels of oil recoverable at a profit and that 
the average life of his wells will be ten years. Assuming that 
the price of oil of the quality produced by him was $1.25 per 
barrel as of the date of proving his property, he would ob- 
tain $2,500,000 as the total value of his oil reserves. Inas- 
much as the bulk of his value lies in the future, it is necessary 
to reduce it to a present value basis to get an amortizable 
figure. Appraisal engineers obtain the present value by dis- 
counting the gross value of each year’s estimated production 
at from 8 to 10 per cent, compounding the discount. We 
shall assume that Jones, in applying this principle to the 
estimated production of his tract for each year of its prob- 
able life, finds the present value to be $1,000,000. It is on this 
capital sum that he would be allowed depletion charges; it is 
his returnable capital. 

Dividing the $1,000,000 capital sum by the 2,000,000 
estimated reserves, Jones would obtain 50 cents as his unit 
cost per barrel or amount per barrel of oil sold which he 
could deduct from gross revenues before rendering his taxable 
income. And of course before arriving at net taxable in- 
come, all expenses, including depreciation, would be de- 
ducted also. 

From time to time, it might be necessary, owing to new 
discoveries, to revalue properties. The law provides for that 
contingency. It is clear from what has been said that it will 
be to the interest of each producer to place his estimate of 
recoverable reserves (and their value) at as high a figure as 
the Commissioner of Internal Revenue will permit to pass: 
for the higher the returnable capital, the longer the producer 
will be able to deduct the unit cost from each year’s produc- 
tion. 

Undeveloped and semi-developed properties: Most pro- 
ducers have extensive acreage which has not yet been pro- 
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spected or, at least, not developed. Such acreage is not 
properly a basis of credit, since its value is wholly specu- 
lative. 

Certificate as to basis of valuation of properties: The banker 
should insist that the producer submit together with his 
financial statement a certificate from some disinterested and 
competent party as to what the properties are worth and his 
reasons for believing them to be worth the values placed 
upon them. The producer should also furnish detailed in- 
formation as to the basis of his own valuations. 

The bank and the producer: Since the bank has no authority 
to speculate with its depositors’ funds, it should, under 
ordinary circumstances, have nothing to do with the ‘wild- 
catter.’ There may be instances, however, when a man may 
be worthy of a loan by virtue of his worth and character, 
even though he intends to use the proceeds for the develop- 
ment of untried territory; but in such cases it is the man’s 
worth and character and not the nature of his operations 
which form the basis of the advance. 

If the producer is a man of means, with a substantial 
amount of assets exclusive of oil properties, he may be en- 
titled to an unsecured advance commensurate with his 
ability to liquidate it within, say, ninety days out of the pro- 
ceeds of the sale of the settled production of his wells. Of 
course, the loan may be subject to repeated renewals, be- 
cause the operations of the producer will probably be of a 
continuous nature; but the point is that the loan should be 
granted for ninety-day periods so that the banker may check 
up periodically on the ability of the producer to liquidate the 
debt out of his production. In this manner, the bank can go 
far to prevent the borrower from becoming over-extended 
and ensure the reasonable liquidity of the loan. 

But the safest plan, and the one followed in many cases by 
the more conservative bankers in oil districts, is that of 
taking an assignment of the producer’s lease and oil runs. 
In this manner, the banker controls the means of liquidating 
the debt due him. In addition to the assignment of the lease 
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and oil runs, the banker may demand a mortgage upon such 
property as the rigs, tools, and machinery. 
Analysis of statements: (See Appendix V, pages 287-353.) 


2. THE REFINER 


Selling terms: The principal products derived from the 
refining of crude petroleum are gasoline, kerosene, greases, 
lubricating oils, and fuel oil. Gasoline is the most important 
product. The refiner usually sells it on a sight-draft basis. 
The other products, however, may be sold on time. The 
customary terms are from I to 2 per cent discount for pay- 
ment within 10 days, with net terms of from 30 to 90 days. 
Thus the gasoline turnover into cash is very rapid; whereas 
a considerable volume of receivables may be accumulated as 
a result of the other operations of the refinery. As stated in 
our discussion of the oil producer, the refiner must usually 
pay for his crude every fifteen days. 

The financial statement: As a rule, considerable inventories 
of crude and finished products will be shown. In order to 
check up on valuations, the banker should know the quan- 
tities of the several commodities making up the inventories. 
In times of price depression, the refiner may manufacture for 
stock. Rather than shut down his plant, he will continue to 
run and accumulate the manufactured products in storage. 
Ordinarily this cannot be done for a considerable length of 
time without calling upon the banker for financial assistance. 
Manufacturing for storage may be a very dangerous thing; 
in effect, it is speculation, and the banker financing a re- 
finery in operations of this kind should look well to all the 
surrounding circumstances. As above intimated, the state- 
ment may show a considerable amount of receivables repre- 
senting the sale of oils and greases. Ordinarily the receivables 
would not equal the inventory, because gasoline sales are 
principally for cash, and gasoline may make up a large part 
of the inventory as well as sales. It is stated that receivables 
will average about forty-five days’ sales. Trade acceptances 
will be found in use to some extent. 
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The typically good refinery would show on its statement 
borrowed money in an amount about sufficient to offset 
receivables and cash. The owners of the plant should, under 
ordinary circumstances, provide the capital required to build 
it and enough to provide for normal inventories. Of course, 
many first-class risks will not always render a statement 
meeting this standard. 

Unfavorable aspects of the independent refiner’s operations: 
The banker should know whether the refiner is situated 
advantageously with respect to supplies of crude oil. Com- 
munication with fields through pipe-line connections is to be 
desired, because pipe-line transportation is much cheaper 
than any other kind. Many local refineries have been ruined 
because local supplies of crude, upon which they were mainly 
dependent, were exhausted and because it was unprofitable to 
import crude from fields remotely situated. 

Then there is the element of competition. A few large 
companies practically dominate the oil industry. These 
companies are vertically organized. They control vast and 
rich sources of crude oil supplies in their ownership of leases 
and wells; they own large and very efficiently operated 
refineries; and, finally, they operate elaborate and far- 
reaching distributing and marketing organizations which 
give them the choice domestic and foreign markets and 
enable them to find outlets for their products when the small 
refiner has no demand at all. Thus the large companies can 
function more cheaply, generally speaking, than the small in- 
dependent, because they have a steadier and cheaper supply 
of raw materials, larger and better refineries, and first choice 
of the markets. It is not hard to understand, then, that a 
refinery with small capital may have an exceedingly difficult 
road to travel in the face of such powerful competition. In 
fact, the mortality among independent refiners has been 
high. 

There is another element of uncertainty in the refiner’s 
situation. He, of course, has no control over the price he 
must pay for crude oil. He likewise has no control over the 
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price he will receive for his manufactured products. The 
prices of both crude oil and refined products are determined 
in a broad competitive market wholly unaffected by the 
desires or plans of the small independent refiner. 

Analysis of statements: (See Appendix V, pages 287-353.) 
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CHAPTER X 
EXTENDING CREDIT TO THE COUNTRY BANK 


IN this chapter we shall define a country bank for our pur- 
poses and discuss the various items of importance on the 
bank’s financial statement, dwelling, in the course of the 
discussion, upon certain policies and practices which the 
country banker should follow to keep his bank sound and 
make it a desirable credit risk; then we shall take up for 
consideration the importance of the bank’s having a con- 
servative management and active and responsible directors. 
Finally, we shall discuss the country bank in relation to its 
community and devote particular attention to the banks in 
the western part of the state, where economic changes of 
great importance are taking place. 

Definition of a country bank: A country bank is usually, 
though not necessarily, one of small size, located in one of 
the towns or villages of the state; but for our purposes a 
country bank is one the business of which is principally con- 
ducted with farmers or live-stock men, regardless of the size 
of the bank or the size of the town in which it happens to be 
located. Practically all of the banks coming within this class 
will be located outside the larger cities, such as Dallas, 
Houston, Fort Worth, or San Antonio. 


A. THE PRINCIPAL ITEMS IN THE COUNTRY BANK’S 
STATEMENT 


Importance of the statement: The statement or balance 
sheet is as necessary to the intelligent extension of credit toa 
country bank as it is in extending credit to any other type of 
borrower. The statement shows the condition of the bank as 
of a certain date, and one skilled in reading it may with 
reasonable facility determine whether the bank is probably 
worthy of credit. The lending bank should require with each 
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application for credit from the country bank a complete 
statement of its condition. If the books are properly kept, 
the bank should be able to take off a statement at the close 
of business each day; therefore the request would impose no 
hardship. Moreover, a current statement is almost indis- 
pensable to the creditor, because during the borrowing 
season in this country the condition of a bank catering to the 
agricultural or live-stock industries may undergo marked 
changes within a very short time. A statement two weeks 
old may be misleading as an indicator of the bank’s present 
condition. This rapid change in condition is due to the 
extremely seasonal character of the bank’s business. Un- 
expected and unnecessary rains during the critical stage of 
the crop-planting period, for example, may necessitate re- 
planting and cause a marked and immediate increase in the 
demand upon the country bank for credit and an increase in 
the withdrawal of its deposits — both giving rise to an al- 
most emergency call for funds from correspondent banks. 


1. ASSETS 


Loans — Definition; source of funds loaned: The largest 
and most important item among the assets on a bank’s 
statement is its loans and discounts or receivables. The loans 
are represented by the notes of borrowers given to the bank 
in return for cash or for a credit on the books subject to 
check. It is mainly from the interest and discount charged 
on the loans that the bank derives the profits which are the 
main reason for its existence. The funds which the bank 
lends to its customers usually come from one, several or all 
of the following sources: 

(a) Deposits: This is the principal source and appears on 
the liability side of the statement as the most important 
item and as an offset to loans. A bank, which is not subject 
to severe seasonal fluctuations in demand for credit and in 
the withdrawal of deposits, should normally keep its loans 
well below its deposits. In this manner, it will avoid having 
to call upon creditors and the consequent payment of in- 
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terest, and it will be able to maintain a satisfactory cash 
position at all times. It may even be able to maintain a 
secondary reserve composed of government bonds or other 
highly marketable and safe securities purchased as an in- 
vestment, which would be available for turning into cash 
to meet any emergency. Many of the country banks in this 
state, however, must meet such heavy demands for credit 
and such heavy withdrawals of deposits at certain seasons 
of the year that they are not able at all times to maintain the 
desired relationship between loans and deposits. The result 
is that, unless a substantial part of the bank’s capital in- 
vestment has found its way into the cash or other very 
liquid resources and can be made available for seasonal 
needs, the bank will have to borrow. In short, it may be 
said that deposits are the real, permanent source of loanable 
funds. 

(6) Public funds: We shall discuss public funds later on at 
considerable length. They are of the nature of a deposit and 
are generally so grouped and treated, and yet in many re- 
spects they are the equivalent of borrowed money. Many 
banks derive a considerable part of the funds which they 
lend from the deposit of public money by state, county, and 
municipal authorities. 

(c) Borrowings: As indicated above, the country bank at 
certain seasons of the year, when demand for credit is ex- 
traordinary and the withdrawal of deposits is very heavy, 
may not be able to handle the situation out of its own re- 
sources. At such times it will resort to its correspondents 
and obtain a line of credit, the proceeds of which will go 
to meet the decline in deposits and to make advances to 
customers. 

(d) Capital investment: This includes the capital stock, 
surplus, and profits. If the funds from these three items are 
not entirely required to carry the bank’s permanent invest- 
ment in banking house, furniture and fixtures, and other 
permanent assets, a part of them may be available for loan- 
ing purposes. Later on, if the bank develops substantial 
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losses in its loans, or if it has to close a number of them out 
by taking possession of the security back of them (such as 
real estate, live stock, stocks, etc.), it may happen that a 
large part, if not all, of the capital investment will be ab- 
sorbed by such losses or such non-liquid assets. Certainly 
the assets which are known to be of a fixed and permanent 
character should not be allowed to exceed the capital in- 
vestment for the reason that the assets offsetting the de- 
posits and borrowed money should be very liquid, just as 
the deposits and borrowed money are very liquid and quick 
liabilities. 

Loans — Classification according to source of funds: The 
type of loan to be made will depend upon whether the funds 
loaned have been obtained from local sources (local de- 
positors) or from outside sources. 

(a) Local loans: The most important country bank loans 
are necessarily local loans — loans made to borrowers who 
live and carry on their business within the bank’s immediate 
trade territory. Since the bank depends upon this territory 
for the bulk of the deposits which constitute its loanable 
resources, and since the depositors themselves depend upon 
the welfare of that territory for obtaining an income to 
deposit, the bank must support its community by financing 
in a reasonable degree the meritorious and necessary enter- 
prises of the community. But it is in the bank’s local loans 
that the greatest hazard may exist. The bank runs the risk 
of large carry-overs in its loans if crops fail or are unduly 
short — a condition which may easily be caused by any one 
of a number of events over which little or no control can be 
exercised. The live-stock bank also caters to a business 
which is hazardous. The live-stock man has to contend 
with various stock diseases and the vagaries of the weather; 
and both the farmer and the live-stock man are confronted 
with uncertain prices for their products. Their situation 
may be summed up by saying that there are many vital 
factors in the cost of producing their products over which 
they can exercise no control whatever; they can control only 
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in a general way the quantity of what they produce; they 
have little to say — practically nothing to say, individually 
— about what their products shall bring in the market. In 
addition to all of these risks surrounding the local loans of 
the bank, there must be borne in mind the fact that the loans 
have a fairly long average maturity, and in the event a 
borrower is unable to pay during the normal liquidating 
season, his loan becomes fixed for an additional twelve 
months with the hazard attached to it increased. 
Therefore, it will be seen that the bank, to operate con- 
servatively, should not invest in its local loans — except, 
possibly, in those about which there can be no question of 
the borrowers’ ability to pay at maturity — funds which 
have come from sources other than its own community; that 
is, from sources other than its local depositors. Of course, if 
the deposits are not adequate to supply the necessary loan- 
able resources, the bank will have to borrow from other 
banks, and it may legitimately lend the proceeds of its . 
borrowings locally, taking care, however, that the loans so 
made are strictly seasonal, good, necessary, and bear every 
reasonable indication that they can and will be met at 
maturity. The creditor banker thus casts his lot with the 
local depositor; and as long as the economic organization of 
the farming industry in Texas remains as at present, it will 
be his duty to assist the country bank in its necessary func- 
tion of taking care of its share of the reasonable financial 
requirements of its community. When crops are bad or 
conditions in the live-stock industry are depressed, the 
creditor bank will simply have to ‘go along’ with the coun- 
try bank into better times. But the sort of funds which 
should be invested very cautiously in local loans, if at all, 
are those derived from public deposits and from other out- 
side or extra-community deposits — particularly if they are 
large and make up, in the aggregate, a high percentage of the 
total deposits. These funds do not asa rule belong perma- 
nently in the bank’s trade territory, will not remain there 
permanently, and may be subject to withdrawal at any time. 


242 EXTENSION OF BANK CREDIT 


Moreover, the sources from which they are derived may have 
no particular interest either in the community or in the bank 
(such as the creditor banker and depositors have), and finally 
whoever controls such deposits may not be able to assist the 
bank, even if he or they were willing, by refraining from 
withdrawing them when the bank needs them most. There- 
fore, the bank may run considerable risk in lending such 
deposits locally for what may be, and often is, an indefinite 
time. 4 

(b) Purchased paper: The second class of loans may be 
grouped under the general heading of purchased paper. 
Since the country bank is not to lend the outside deposits to 
local interests except with great caution, it must seek some 
other outlet for the funds that will yield a reasonable return 
upon them and make it profitable to handle them. The 
country bank will often find that if it handles outside de- 
posits in the way they should be handled, little money can 
be made out of them, because the bank will usually be pay- 
ing too high a rate of interest on them — this being par- 
ticularly true of public deposits. The safest investments for 
such deposits are those which are most liquid and readily 
marketable or about which there can be no doubt of pay- 
ment at maturity. Commercial paper or bankers’ accept- 
ances bought in the open market, call loans, and government 
obligations fulfill these requirements and make up an ac- 
ceptable secondary reserve for country banks. 

Flush deposits, or deposits which, though coming from 
local depositors, are likely to be only temporarily retained, 
should be invested in much the same way as outside de- 
posits. In every farming community, where reliance is 
placed upon a single money crop, deposits will be very heavy 
in the late fall and winter, if a good crop is made, but they 
will likely disappear, in large measure, the following spring 
and summer on account of withdrawals for crop purposes. 
The bank should keep itself in condition to take care of the 
decline in its flush deposits out of its own resources. Such 
deposits are especially common in the case of many banks in 
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the western part of the state, as we shall learn when we con- 
sider the special problems of the western bank. 

Many country bankers, in their desire to keep all their 
funds invested, make the mistake of basing their local loans 
on their maximum total deposits instead of on their average 
individual deposits. The result is that, when the heavy 
seasonal withdrawal of deposits and the seasonal demand for 
additional credit make themselves felt, the bank has to 
borrow very heavily from its correspondents. The con- 
servative plan for the country banker is that of basing his 
average local loans on his average individual deposits, | 
thereby making it necessary to borrow from creditors, if at 
all, only for relatively short periods and only for the purpose 
of caring for the peak increase in loans during the borrowing 
season and the seasonal decline of deposits below the average 
occurring at the same time. The banker should always bear, 
in mind the maxim that his bank should be a lending in- 
stitution rather than a borrowing institution, but if it does 
not lend wisely and always with an eye to its deposits, the. 
principal source of loanable funds, it may have to borrow 
very heavily. 

Loans — Seasonal fluctuations: The cotton bank may 
experience an increase in loans as early as February or, 
March, or even earlier in the southern part of the state, to. 
finance the farmer in breaking the land and preparing for: 
planting. From then until July (in southern Texas) and 
possibly August, the loans to farmers may increase * to care 
for cultivating the crop, purchasing feed, and defraying liv- 
ing expenses. Then, as cotton begins to move to market, 
collections should reduce the loans, slowly at first, but after- 
ward fairly rapidly, until in December or January they 
should be at their low point. 

The wheat bank has seasons somewhat similar to those of 
the cotton bank, except that the loans may begin to go up 
several months earlier, inasmuch as wheat is usually planted 
in the fall. Liquidation will also be earlier, threshing and 
marketing taking place principally in June and July. 

x But the increase should be very small and gradual after May. 
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Banks in the sheep and goat country will ordinarily 
experience an increased demand for credit from December 
to March or April when the spring clip of wool and mohair 
begins, but in May and June, when the clip is moving to 
market, loans should be materially reduced. Then loans may 
again show a rising tendency from July to September and 
October, when the fall clip of wool and mohair and the mar- 
keting of lambs should result in further liquidation. In 
other words, banks mainly dependent upon the wool and 
mohair industry normally have two liquidating seasons each 
year, of which the spring season is the more important. 

Banks dependent upon the cattle industry may not have 
so well-defined liquidating and borrowing seasons as the 
agricultural or wool and mohair banks, for the reason that 
many of their loans, when renewals are considered, may run 
for comparatively long periods — sometimes for as long as 
two or three years. In general, however, it may be said that 
there is one principal marketing season for each cattle-raising 
part of the state. It will be the spring for the southernmost 
sections of the cattle country, where fair pasturage is to be 
had throughout the mild winters. It will be later as one 
comes farther north, where the winter season is longer and 
more severe and the spring pasturage, which is mainly de- 
pended upon for fattening the stock for market, is not so 
soon available. And in the panhandle section of the state, 
the marketing season may not arrive until well into the fall 
of the year. If calves are not carried over to the yearling 
stage, but are marketed as vealers, they will be sold in the 
fall following the spring when they were dropped. The 
bank’s loans will usually be heavier during the winter, when 
the live-stock man may have to buy feed for his stock, and 
during the grazing season just prior to the movement to 
market, than at other times — particularly if the hank con- 
fines practically all of its lending operations to cattle men. 

When the normal liquidating season in its territory ar- 
rives, the bank should insist that every loan which it has 
made for financing its farmer or live-stock customers up to 
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that season be liquidated, if possible. There is only one proof 
that a loan is collectible and that is to collect it. Collecting 
the loan is evidence that the borrower has his affairs well in 
hand and is solvent. It is for this reason, as we shall discover 
later on, that the lending bank should watch particularly the 
amount of liquidation obtained by the country bank out of 
its note case, and should emphasize to the country bank the 
desirability of liquidating its borrowings out of the collection 
of the seasonal loans it has made. By liquidating its borrow- 
‘ings in this manner, it will give the best proof that the funds 
it has borrowed have been invested in essentially liquid and 
seasonal loans, as they properly should have been. 

Loans — The note case ts the heart of the bank: A bank is 
organized primarily to make profits for its shareholders, and 
practically all the profits are derived from interest and dis- 
count charged on loans. Since the item of loans is the largest 
and most significant among the bank’s assets, it is easily 
understood that the note case is the most vulnerable spot in 
the bank’s constitution and the most susceptible to those ills 
which are usually responsible for the bank’s misfortunes — 
mismanagement and economic maladjustments. Incom- 
petent management is almost always signally manifested in 
the unwise granting of credit and the taking into the note 
case of loans which subsequently result in losses. Economic 
maladjustments are also certain to be reflected in the note 
case. Successive crop failures, for example, or depression in 
cattle prices, soon deprive a large part of a bank’s loans of 
their liquidity and may render many of them extremely 
doubtful of collection and eventually outright losses. 

Therefore, unless the lending bank knows something about 
the condition of the borrowing bank’s note case, it is really 
in no position to pass upon the application for credit. The 
usual published statements will tell very little about the 
condition of the loans. The classification of the loans made 
by the last examiner to visit the bank should be called for. 
Few bankers call for this classification, however, althovgh 
the fact remains that without it the loan officer cannot even 
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approximate the true condition of the bank. In proof the 
writer would offer the following actual case which involves 
a large country bank: On the basis of a certain published 
statement, there was nothing particularly alarming about 
the bank’s condition. It is true that it was undercapitalized 
to some extent, but probably no more so than many banks 
in excellent condition. As far as the ratio of loans to deposits 
was concerned and from the general appearance of the 
other assets and liabilities, the bank might have been con- 
sidered to be at least fairly sound. But all this on the as- 
sumption that the loans were good and collectible —a 
rather unwarranted assumption in the face of the examiner’s 
classification, which was called for and which showed esti- 
mated losses of more than $400,000, as compared with a 
combined capital stock, surplus, and profits of only $254,000. 
The bank was actually insolvent, a condition which was 
brought about through a combination of mismanagement 
and depression in the cattle industry. The published state- 
ment as of June 30, 1923, appears below and, as stated, re- 
veals nothing of an especially alarming nature. 


Tue ‘A’ Bank oF ‘A,’ TEXAS — CONDITION AS OF JUNE 30, 1923 


Loans and discounts. . $1,797,000 Capital stock....... $100,000 
Government bonds... 250,000 Surplus............ 125,000 
Other stocks and bonds 130,000 Profits............. 29,000 
Banking quarters. .... A2;000: SLIEDOSItS v <dencte nee 2,765,000 
Other real estate..... 15,000 Borrowings....... ate (0) 
Cash and exchange... 785,000 

Assets.........$3,019,000 Liabilities .......... $3,019,000 


Loans — Concentration of credit: The country banker 
should at all times remember that in making loans the danger 
of substantial losses is greatly minimized by distributing the 
credit risk as widely as possible. He already has one very 
great risk which results from the fact that he caters to 
practically only one class of borrowers, all of whom are 
engaged in one line of business (cotton farming, live-stock 
raising, etc.). Thus, he has no distribution of business risk, 
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which is a strong reason why the individual risk should be as 
widely distributed as possible. That is to say, other things 
being equal, the country bank with the smallest average loan 
will have a better collection record and suffer a smaller 
amount of losses than any other bank. This necessarily 
follows from the fact that the small loan is much more likely 
to represent a current seasonal transaction (especially in the 
case of the agricultural bank) and therefore to be more liquid 
than the large loan. The capital loans which burden the note 
cases of so many banks are usually the larger lines, and it is 
in the attempt to collect them that the banks meet their 
greatest difficulties. Capital loans should be held to the 
strictest minimum possible. Often a line of credit will be 
utilized in the first instance for current seasonal operations, 
but, through crop failures, low prices, and other unfortunate 
circumstances, may not be paid in full during the liquidating 
season. In other words, part of the line represents a loss in 
the borrower’s operations and must be carried over by the 
bank into the next year. If anew line of credit is granted the 
following year and the year after that, both with equally un- 
fortunate results,t the bank will soon have outstanding a 
substantial line in favor of the borrower which represents 
nothing but accumulated losses. The line has become a capi- 
tal line, although not originally advanced for a capital pur- 
pose. 

It is well to remember that with each accumulation of 
losses the borrower’s line becomes more difficult of liquida- 
tion, and may easily reach such proportions as to be practi- 
cally impossible of liquidation from future crops after those 
crops have provided the means of retiring the debts incurred 
in their own production. 

The country bank can protect itself from the dangers of 
one type of capital loan — the loan made for a capital pur- 
pose in the first instance — by simply making as few of them 
as possible; and it can protect itself, in considerable degree, 


t Such occurrences through successive crop failures and unprofitable 
prices have not been uncommon in this state. 
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at least, from the type of capital loan just discussed by re- 
stricting its current agricultural or live-stock loans to con- 
servative amounts based upon what the borrower will pro- 
duce in an average year and sell at an average price. In 
this manner the good years will offset the bad. Moreover, 
it will do the borrower no harm to have to rely as much as 
possible upon his own resources. 

In the matter of undue concentration of credit, the coun- 
try bank often violates good banking policy by permitting its 
own officers and directors to carry large lines with it per- 
manently. In fact, some banks would seem to have been 
organized primarily for the purpose of providing credit for 
officers, directors, and their affiliated interests. If, as a re- 
sult of unsound practice, the country bank desires to build 
its line of credit with the city correspondent up to an un- 
reasonable amount, or if the bank, through too liberal ex- 
tensions of credit or lassitude in collections, is unable to 
liquidate the account with the correspondent as anticipated, 
the correspondent may well inquire, before proceeding much 
further with the bank, to what extent it is carrying lines for 
its own officers and directors. If those lines are heavy, it may 
justifiably demand as a condition precedent to its going 
along with the bank that they be liquidated, or at least 
materially reduced. The funds obtained from such liquida- 
tion would enable the bank to be less dependent upon 
creditors. A bank in an extended condition is in a much 
stronger position to ask indulgence on the part of its credi- 
tors if it is not carrying heavy lines for its officers and direc- 
tors. 

Loans — Tenant loans: A great many tenant farmers, as 
we have seen, have no basis of credit other than the fact that 
they may have good past records in the payment of their 
debts and are generally regarded as being of good character. 
A country bank lending to such a tenant farmer, however, on 
an unsecured basis is obviously betting on his making a crop. 
If he does not make a crop, the bank must simply carry the 
line over and probably throw good money after what would 
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otherwise be bad, by financing him for the next year. In 
other words, when the tenant has built up a substantial line, 
the bank may conclude that it cannot refuse to continue on 
with him, because it has no security and the tenant probably 
has little of value that could be attached. Moreover, since 
he probably owns no real estate, he is not ‘anchored’ to the 
community and thus may easily pack up and move on to 
more congenial surroundings, leaving the bank with nothing 
but a loss for its pains. As a general rule, in making loans 
to tenant farmers the country bank should obtain a chattel 
mortgage on their teams, tools, and crop, or else should in- 
sist that the landlords sign the notes with them. The pro- 
portion of tenant loans to total loans is very high in some 
country banks. 

Bills of exchange: This item will be encountered most fre- 
quently in the statement of a cotton bank during the fall 
and winter seasons. The bills are created in connection with 
the buying of cotton from farmers on the streets of the town 
in which the bank is located. We have already discussed the 
nature of the bill of exchange and its function in financing 
the marketing of cotton.? 

Warrants: The bank may acquire warrants by purchase or 
by discount for customers. They represent the promise to 
pay of the state, county, or municipality out of funds not 
yet available. A class of warrants commonly met with in the 
financial statement of a bank is the teacher’s salary warrant. 
The warrant is similar to the ordinary loan or discount and 
is sometimes grouped with them, although more commonly 
it is shown as an investment and grouped with securities 
owned. 

Stocks and bonds: Unless this item is made up of govern- 
ment bonds purchased to secure circulation or for an invest- 
ment, it may merely represent miscellaneous and nondescript 
stocks and bonds taken over in closing out loans which could 
not be paid or fully paid by certain borrowers. Such se- 
curities are ordinarily of uncertain value and are a slow 
asset. The bank should have as little of its funds invested ~ 


1 See supra, page 77 et seq. 
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in them as possible. Of course, in many cases, Texas coun- 
try banks carry substantial amounts of municipal securities 
and other prime investments. But all too frequently this 
item is composed entirely of miscellaneous securities of 
doubtful standing and value. If the item is large, an analysis 
should be requested. 

Banking house, furniture and fixtures: These are, of course, 
slow assets, and the bank should not have any more of its 
funds than necessary held inactive in them. This applies 
particularly to a country bank, where pretentious building 
and fixtures are not called for by its class of business. But 
many banks, perhaps unduly swayed by pride, are led to 
make uncalled-for and unwise investments in buildings 
and equipment. The following case, although not that of a 
country bank, is a fine illustration of the point: 


STATEMENT OF THE ‘B’ BANK OF ‘B,’ TEXAS, AS OF 
DECEMBER 31, 1923? 


Loans and discounts. $2,774,000 Capital stock....... $600,000 
Ohverdrattsrscesasccs 5,000 = SUrpluss ac dees ana 300,000 
United States bonds. 130,000 Profits............. 32,000 
Other securities..... 187,000 Circulation ..... sete 104,000 
Bank building furni- Bank deposits....... 223,000 
ture and fixtures... 1,145,000 Demand deposits... 1,989,000 
Other real estate..... 86,000 Time deposits...... 1,372,000 
Cash and exchange.. 492,000 Bills payable........ 200,000 
Assets.........-$4,820,000 Liabilities. ..... $4,820,000 


The above statement shows that the investment in build- 
ing, furniture and fixtures exceeds the combined capital and 
surplus and profits by more than $200,000. In effect, there- 
fore, over $200,000 of the funds which the depositors and 
creditors have placed in the bank have been invested in 
those slow assets. Few conservative bankers would contend 
that such a disposition of deposits or borrowed money was 
legitimate, even assuming that the building, being an office 
building, was bringing in good revenue (which is not true in 


- For convenience, all figures in bank statements used in this chapter 
will be shown in round amounts. 
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this case). Moreover, because of the fact that the bank has 
so heavy an investment in building, furniture and fixtures, 
it is forced to borrow money earlier than usual and at times 
when otherwise it would probably not have to borrow at all. 
The general thought to be kept in mind is one that has been 
previously suggested in this study: the bank should have at 
all times in the form of earning assets as large a proportion 
of its total assets as possible and it should have all of its 
earning assets as liquid as it is practicable to keep them. 
Other real estate: This is almost always real estate which 
the bank has taken over in closing out loans which were left 
wholly or partially unpaid by the borrowers. The real 
estate was held by the bank as security to the loans. It isan 
asset of uncertain value and at best a very slow one. Since 
a bank’s deposits, whether demand or time, are preéminently 
liquid, it is clear that the bank should have as little as pos- 
sible of the funds derived from those deposits ‘frozen up’ in 
such assets as real estate. National banks are prohibited 
from carrying real estate for a longer period than five years. 
Cash and exchange: This item usually includes actual cash 
on hand, cash reserves with the Federal Reserve Bank or 
correspondents, balances due from correspondents, and such 
items as checks and drafts drawn on other banks. There are 
noteworthy seasonal fluctuations in the cash and exchange 
of a Texas country bank. In the fall and winter, after crops 
have been marketed, the item may be very large, but as 
spring and summer arrive, with their heavy outlays for crop 
production, the item may decline to the point where it will 
not be much in excess of the minimum reserves required by 
law. During the spring and summer, the loans of the bank 
will be increasing and the deposits will be decreasing. An 
increase in loans must be offset either by a decrease in 
some other asset or by an increase in some item among the 
liabilities or net worth. In the ordinary transaction, an in- 
crease in loans does not result immediately in a direct de- 
crease in cash, but in an increase in deposits, representing 
credits to the borrowers’ accounts. As the borrowers need 
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the funds to their credit, they draw checks on the bank which 
are charged to their accounts, thus reducing the bank’s de- 
posits, the reduction in deposits being offset by a correspond- 
ing reduction in cash. Thus, if there were no fluctuation in 
the deposits of the non-borrowing customers of a country 
bank, the drain upon cash could be accounted for wholly by 
the increase in its loans, but in this state, during the crop- 
growing and crop-harvesting period, the deposits of the non- 
borrowing customers decline at the same time the loans are 
increasing. And this decline must be met out of the bank’s 
cash. Thus the bank is confronted with heavy demands for 
cash from two different sources at the same time. The con- 
centration of the demand upon it for funds in this manner 
often exhausts all of its liquid and easily convertible assets 
and necessitates borrowing from the Federal Reserve Bank 
or from correspondents in order to maintain the minimum 
cash reserves required by law. In fact, it may be said that in 
almost every case where a bank has to borrow, the action is 
taken for the purpose of restoring cash to its reserves in order 
to build them up to, or prevent them from falling below, 
legal requirements — the reserves having been depleted as a 
result of the heavy demand for cash occasioned by the 
seasonal increase in loans and decline in deposits. When a 
bank’s reserves are deficient, it is prohibited by law from 
making further loans. When the borrowing season of the 
country bank is taken up, this topic will be discussed more 
fully, even at the risk of repetition, for it is necessary that it 
be understood clearly. 

When a country bank is carrying large cash balances with 
correspondents during the fall and winter, it may be worth 
while to know with what banks the balances are maintained. 
The writer once knew of a case where a country bank had 
several hundred thousand dollars (the bulk of its cash) on 
deposit with a correspondent whose condition was precari- 
ous. If the correspondent had failed, the country bank 
would have been forced to close. 
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2. LIABILITIES 


Deposits — Demand and time: The usual classification of 
deposits on a bank’s published statement divides them into 
demand and time deposits. Demand deposits are ordinarily 
defined as those which are payable in thirty days’ time or 
less. Time deposits are those which may not be withdrawn 
until after thirty days. In practice, however, all deposits 
are generally subject to withdrawal at the pleasure of the de- 
positor. Ordinary savings deposits, which the depositor may 
not withdraw until after giving thirty days’ notice (if the 
bank should insist upon notice, which it would never do), are 
typical time deposits. From the standpoint of the lending 
bank, there is another classification of deposits, which is 
probably of more importance, namely, the classification into 
bank deposits, individual deposits, and public funds (or 
public deposits). 

Deposits — Bank deposits: Inasmuch as the typical small 
country bank would seldom be the recipient of bona fide 
deposits from other banks, the item of bank deposits may, 
particularly during the borrowing season, represent over- 
drafts with correspondents and thus in effect be the equiva- 
lent of borrowed money. If they amount to a considerable 
sum, their true nature should be ascertained. 

Deposits — Individual deposits: It is the bank’s individ- 
ual deposits which should be its mainstay. Those deposits 
represent the local money of the community left with the 
bank and may legitimately serve as the reservoir of funds for 
investment in local loans. As previously pointed out, the 
loan policy of the bank should be directed toward the end 
that its average outstanding local loans should not exceed 
its average individual deposits. Obviously the more stable 
the individual deposits are, the more safely may they be 
invested in local loans. If deposits fluctuate widely between 
seasons, the cotton bank, for example, should, during the fall 
and winter when they are heavy, keep a relatively large 
proportion of them in cash and/or commercial paper, bank- 
ers’ acceptances, government securities, or similar liquid 
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paper which may be turned into cash within a short time. 
If the flush deposits are invested in local loans they cannot 
be collected for a number of months, or until the crop is 
harvested and sold, and liquidation would depend upon the 
hazard of raising a successful crop. The country bank in this 
state cannot arrange the maturity of its local loans so as to 
assure itself of liquidation and funds when needed to take 
care of the withdrawal of the flush deposits. 

There is more or less fluctuation in the deposits of every 
country bank in this state. During that season when crops 
are being grown or cattle are being fed or ranged, deposits 
are withdrawn to meet the expenses incident thereto. Loans, 
at the same time, are usually on the increase for the same 
reason. In the fall of the year in the case of agricultural 
banks, in both the spring and the fall in the case of banks in 
the sheep and goat country, and during the cattle marketing 
seasons in the case of cattle banks, deposits should normally 
show a material increase and loans should be reduced from 
collections. 

Many country banks, owing to severe competitive con- 
ditions in their communities, pay interest on a large pro- 
portion of their individual deposits. Sometimes the rate paid 
is so high that earnings are materially affected. The practice 
of paying interest on deposits should be discouraged. It 
tends to make a bank’s credit polices less conservative in its 
attempt to find remunerative investments. In some cases 
the ordinary relationship of the depositor is destroyed and he 
becomes a creditor in much the same sense as any other 
lender of money to the bank. 

The individual deposits should be reasonably proportion- 
ate to the average outstanding loans, owing to the close re- 
lationship between them. They should also be neither too 
low nor too high in relation to the bank’s capital investment. 
Average deposits should amount to between four and eight 
times the capital investment. If they are less than four 
times the investment, they may not be sufficiently high to 
enable the bank to earn a satisfactory return for the stock- 
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holders; if they are greater than eight times the investment, 
the bank may be spreading out too much in proportion to 
what the owners have at risk in the enterprise: the bank 
becomes undercapitalized. A comparatively small percent- 
age of losses among the loans may seriously impair the capi- 
tal, if not entirely wipe it out and thus render the institution 
insolvent. The higher the proportion of capital investment 
to deposits, the greater the margin of safety for the de- 
positors. Below will be found two statements of banks, one 
showing a condition of overcapitalization (or, really, dry 
rot), and the other a condition of undercapitalization. 


THE ‘C’ Bank oF ‘C,’ Texas — CONDITION AS OF JUNE 30, 192 
& 3 


Loans and discounts... .$58,000 Capital stock ..........$25,000 
DIGCUTILES Soc essa sas © 5 OOO We LIT [a US haste a oust crais aces ee ee OOO 
Banking house, furniture Demand deposits....... 11,000 

Bna@elixtuires she. voces 3,000 ‘Time deposits......... 8,000 


Cash and exchange.... 3,000 Borrowed money....... 25,000 
De Se eee 2,000 


ASSES yo ciee sss $71,000 Liabilities ....... $71,000 


There is really no reason for the existence of the above bank. 
Deposits are actually less than the capital stock. It can make 
no money. In fact, a deficit is shown among the assets equal 
to the surplus. While this bank is overcapitalized on the ba- 
sis of the deposits it actually has, still the capital could not 
very well be lower and justify the existence of the bank. The 
bank should liquidate. 


Tue ‘A’ Bank oF ‘A,’ TEXAS — CoNnDITION AS OF JUNE 30, 1923 


Loans and discounts.$1,797,000 Capital stock....... $100,000 
Government bonds.. 250,000 Surplus............ 125,000 
Other stocks and Proiteedehaa take es 29,000 
BORGES. cues Dewees 130,000 Deposits......... «+ 2,765,000 
Banking quarters... . 42,000 Borrowings........- fo) 
Other real estate. ... 15,000 
Cash and exchange... 785,000 
Assets ....... $3,019,000 Liabilities. . . ..$3,019,000 


This bank with deposits approaching the three-million- 
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dollar mark has a capital investment of about $250,000. 
Deposits are nearly twelve times the capital investment. 
The bank owes nothing. If its loans are all good, it should 
earn a very satisfactory return on the investment. If the 
reader will turn back to page 246, he will find that the fore- 
going statement is the same as the one there referred to in 
connection with losses in the note case amounting to nearly 
twice the capital investment of the bank. If a capital in- 
vestment of about $500,000 had been maintained, or twice 
the sum actually invested by the owners in the bank, the 
condition of insolvency could have been avoided by the 
paying-in of a substantial assessment. This case shows 
clearly the danger of running a large bank on a small capital 
investment. 

It is always important for the lending bank to know 
whether any of the individual deposits of the borrowing 
bank are exceptionally large; that is, so large that their 
withdrawal might embarrass the bank. If the country bank 
has invested its large deposits in local loans which will not 
be collected for some months, instead of maintaining a strong 
cash or secondary reserve against them, it may find itself 
forced to seek aid of creditors if deposits are suddenly with- 
drawn. If creditors should refuse assistance, a serious situa- 
tion would arise. Moreover, the creditor would desire to 
know of the existence of these large individual deposits and 
the probability of withdrawal before making a commitment 
to extend credit to the country bank, in order that he might 
realize into just what situation his relation with the bank 
might eventually lead him. Should the deposits be with- 
drawn, it might easily happen that he would have to furnish 
the funds to care for the withdrawal in order to protect the 
advances he had already made. 

Deposits — Public funds: The state banking laws of 
Texas define public funds as ‘funds belonging to the state of 
Texas, to any county or political subdivision of the state, 
municipal corporation, road districts, school districts, drain- 
age districts, levee districts, or bonded districts of any kind.’ 
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A deposit of public funds differs from the ordinary local 
deposit of a bank principally in that the source, or, if not the 
source, at least the ultimate destination, of the former is 
mainly outside the immediate trade territory of the bank. 
Such a deposit is not likely to remain more or less perma- 
nently in the territory, but rather, when withdrawn, to dis- 
appear altogether. On the other hand, the local deposit 
comes from within the bank’s own territory, is, for the most 
part, spent there, and forms a more or less permanent part 
of the working capital of the community. Therefore, the 
local deposit can be subjected to the hazards of investment 
in local loans with greater safety than the foreign deposit or 
the deposit of public funds. Unless the bank protects it- 
self against the possibility of the permanent loss of public 
funds by investing them in assets which can be liquidated 
on very short notice, it may sometime suddenly find its 
future existence dependent upon the willingness of some 
creditor bank to advance it the necessary cash to take care 
of the withdrawal of the funds. A contingency of this kind 
in the case of a bank already extended and using to the full 
such credit as it may be entitled to may indeed prove fatal. 
Therefore public funds are often a menace to the welfare of 
the country bank — particularly, if the management is not 
especially strong and does not know how to invest them 
properly. 

Since public funds are usually outside money and alto- 
gether different in their nature from ordinary deposits, and 
since they usually bear a substantial rate of interest, they 
are for credit purposes often treated as borrowed money. 
And they may be the most undesirable kind of borrowed 
money, because the depositor, unlike the usual creditor 
bank, may not feel called upon to be lenient with the coun- 
try bank and may withdraw the deposit at any time, even 
though the bank may be in great need of operating capital. 
Moreover, as already pointed out, the public depositor may 
not be able to prevent the withdrawal of the public funds, in 
spite of the fact that he may be very favorably disposed 
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toward the bank. If the funds are needed to meet payrolls 
or bond interest, for example, the public depositor will be 
forced to withdraw them. The ordinary bank creditor, how- 
ever, is usually in a position to accommodate his demands 
for payment of a loan to the needs and abilities of the coun- 
try bank. It is for this reason that public funds are often 
considered the most undesirable kind of borrowed money. 

Below will be found the statement of a country bank in a 
section of the state devoted principally to the growing of 
cotton. Observe the extremely large amount of public funds 
on deposit. They amount to more than 70 per cent of the 
total deposits. 


THE ‘D’ Bank oF ‘D,’ TExaAs — CONDITION AS OF MARCH 31, 1924 


Bills of exchange.... $42,000 Capital stock......... $50,000 
Loans and discounts.. 367,000 Surplus.............. 81,000 
Overdratts yea.cysee. 2-900) - EPEOMUS Sarisisicenee ome sare 2,000 
United States bonds. 153,000 Demand deposits*.... 571,000 
Other securities...... 5,000 Time deposits........ 67,000 
Banking house, furni- Circulation. soe Seek 49,000 
ture and fixtures... 8,000 Borrowed money...... 5,000 
Other real estate..... 21,000 
Cash and exchange... 220,000 
Other assets.25.22... 7,000 
Assets........ $825,000 Liabilities ..... $825,000 
* Includes public funds as follows: 
County, tax collectors ccject ca ween odes s $01,000 
County treasirer sicie< sitisise s'siss/sieis sie niet 250,000 
Cliyrdepostes ck’ cay chiro Waser es 26,000 
County school deposit.........ccesceee 34,000 
State depositt sw acasnt ecb edeee eos 50,000 
Total. iececwns cles ascties $451,000 


All of the public funds are payable on demand. They amount 
to more than $450,000 and individual deposits amount to 
only $188,000. This comparatively small proportion of in- 
dividual deposits is found at a time when the bank has more 
than $366,000 of local loans outstanding. Thus the bank has 
subjected to the hazards of investment in local loans, the 
payment of which cannot be anticipated until the fall, some 
seven months in the future, $178,000 of the public funds, all 
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of which are payable on demand. The natural question is, 
What would this bank do if it should suddenly be faced with 
the loss of these funds? As of the date of the statement, a 
substantial part of the funds was offset by a large amount of 
cash. As the season grows older, however, loans will increase 
and individual deposits will decrease for the purpose of meet- 
ing expenses incident to crop operations, and cash will be de- 
pleted. Whether it will be built up again will depend upon 
the crop outcome. 

It is true that in this particular case the bulk of the public 
deposits represent local county and city funds, and it may 
therefore be argued that this is really local money, obtained 
probably from local taxpayers. If most of it is to be spent 
locally, it will find its way in some degree back into the bank, 
and thus will not be lost to the community or to the bank. 
In this respect, it may be urged further that the deposits 
differ from state funds which might more accurately be 
termed foreign money, since upon withdrawal they probably 
leave the community for all time. The foregoing arguments 
are sound only in part, however; for even if the funds have, 
in the main, been obtained locally and will be expended 
locally, a large part of them will not be used productively, 
but will go to meet consumption requirements of employees, 
and, in any event, will become diffused throughout the 
community instead of concentrated to the use of the de- 
positary bank. Moreover, a substantial part of the deposits 
may leave the community as interest on city and county 
debts held outside the territory. Withdrawals on that ac- 
count would be irretrievably lost. Again, the funds may be 
used to pay contractors for road, school, and other construc- 
tion work, and, if they are not local contractors and pur- 
chasing local materials and hiring local labor, most of the 
money paid them will find its way out of the community. 

Then, county funds may often be considered foreign 
money in much the same sense as state funds. Counties are 
usually rather large geographical areas and embrace much 
more than simply the trade territory of the depositary bank. 
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Thus, even though the funds might be spent in the county, 
it is probable that most of them would be spent outside 
the bank’s own territory and thus be permanently lost to 
it. 

From what has been said it is evident that the lending 
bank is very deeply concerned in the maturity of the public 
funds (if they are not withdrawable on demand), the prob- 
able withdrawals the bank may suffer before the liquidating 
season, the interest paid on the funds, and the manner in 
which they are secured. Sometimes the interest paid is so 
high that they cannot be profitably invested in assets which 
may be carried as a secondary reserve against their with- 
drawal. The funds may be secured by a surety bond instead 
of by the pledge of actual securities, and in that event, the 
lending bank should inquire as to the possibility of the 
surety company’s refusing to renew the bonds if they expire 
before the season of fall liquidation arrives. 

BorROWINGS — Sources: The country bank will borrow 
from its commercial correspondents located in the larger 
cities of Texas and in the more important financial centers 
of the Middle West and East, such as St. Louis, Kansas 
City, Chicago, and New York. If the bank is a member of 
the Federal Reserve Bank, it may confine its borrowings 
entirely to that institution or may divide them up between 
it and the commercial correspondents. Borrowings from 
correspondents will usually take the form of a straight 
promissory note signed by an authorized officer of the 
country bank and secured by customers’ receivables equal 
to at least the face amount of the note. These receivables will 
usually be pledged under some form of collateral agreement. 
Sometimes the receivables will be discounted. 

In accepting the promissory note of a borrowing country 
bank, the city bank will often give the receivables securing 
it only a cursory examination, perhaps going only so far as 
to determine whether the receivables are small in amount 
and well distributed as to makers in order to obtain as 
diversified a risk as possible. Probably ro particular atten- 
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tion is paid to the liquidity of each piece of paper or to its 
general acceptability from a credit standpoint. 

On the other hand, when the country bank borrows from 
the Federal Reserve Bank, it is required to discount or 
pledge behind its note receivables which conform to the 
Regulations of the Federal Reserve Board as to eligibility 
and which are acceptable from a credit standpoint. The 
Reserve Bank will try to satisfy itself that each receivable 
represents a current liquid commercial or agricultural opera- 
tion and that it is acceptable from a credit standpoint. The 
Reserve Bank must be scrupulous as to the kind of paper it 
discounts or buys from its members, because it invests in 
such paper part of the reserve funds of the country. It is 
absolutely essential to the proper functioning of the System 
that the reserves of member banks be invested only in paper 
which is inherently liquid and unquestionably acceptable as 
a credit risk. 

A bank may borrow in other ways than by discounting its 
own promissory note or rediscounting its receivables. A 
common device is the certificate of deposit. Instead of issu- 
ing its note, the country bank may simply give its certificate 
of deposit with a definite maturity and bearing an agreed 
rate of interest in return for the money left with it. Or the 
bank may sell some of its bonds or other securities to a cred- 
itor bank with a so-called repurchase agreement. The bonds 
are actually not sold, for it is intended that the bank receiv- 
ing the accommodation will repay the funds advanced and 
receive back its bonds within a specified time. In effect the 
transaction amounts to borrowing with the bonds pledged 
as collateral. Not infrequently a country bank may endorse 
some of its receivables without recourse and place them with 
a creditor bank. Ostensibly, it has effected an outright sale 
of the receivables, assuming no liability for their payment in 
the event the makers default at maturity. In fact, however, 
there may be a side agreement whereby the bank buying the 
receivables may charge them to the account of the selling 
bank in the event they are not paid when due. This under- 
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standing amounts to an endorsement with recourse in spite 
of the fact that the receivables were actually endorsed with- 
out recourse, and the bank receiving the funds should show 
an appropriate liability on its statement for borrowed 
money. 

Borrowincs — The borrowing season: Most of the coun- 
try banks in this state do not have from their customers a 
steady and uniform demand for accommodation throughout 
the year. On the contrary, the demand is usually strictly 
seasonal and in most cases confined to one season; that is, 
during one part of the year, the bank is expanding its loans 
much more rapidly than it is collecting them, while in an- 
other, it is (or should be) collecting them and lending very 
little. Texas is largely a one-crop state, and for most of the 
state this one crop is cotton. By one crop is meant the 
money crop, the crop out of which the banker expects the 
farmer to pay his loan. In the cotton districts, borrowing 
may begin with the breaking of the soil for the next crop, and 
will certainly begin when planting time arrives. This is ow- 
ing to the fact that, as we have seen, many farmers are com- 
pletely dependent upon the bank for working capital. In 
southern Texas the planting season is earlier than in north- 
ern and central Texas, but in general it may be said that 
the country bank in a cotton district is experiencing a sub- 
stantial increase in the demand for credit by March and 
April. The wheat bank feels the demand earlier than the 
cotton bank, for the wheat farmer prepares the soil and plants 
his crop much earlier than the cotton farmer. On the other 
hand, there are more operations requiring an outlay of cash 
on the part of the cotton farmer than of the wheat farmer, 
particularly with reference to cultivating the crop; there- 
fore, the cotton farmer’s demand for credit may be more 
steady than that of the wheat farmer. The wheat farmer 
may borrow as early as the fall following the harvest of the 
previous summer in order to break his land and prepare for 
planting. Then he may possibly have to borrow through 
the winter for living expenses and feed. Finally, in the late 
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spring or just before havest he will need additional funds 
to buy twine, bags and the other necessities incident to har- 
vesting and threshing. 

The cotton farmer should not have to borrow after the 
cotton crop is ‘laid by’; that is, after the crop has reached 
the stage where no further cultivating or any other opera- 
tion entailing expense on the farmer’s part need be under- 
taken before time for picking. The crop should be ‘laid by’ 
some time between the first and last of July, depending upon 
the section of the state involved. Consequently, the bank’s 
loans should not expand materially after that time, and to 
the extent that its demand upon creditors for funds arises 
from the necessity of expanding loans, it should practically 
cease at that time also.? 

But the expansion of loans in order to care for the needs 
of borrowing customers is not the sole cause of the country 
bank’s demand for accommodation from its correspondents 
and from its Federal Reserve Bank. Owing to the extremely 
seasonal character of its business, the country bank is very 
different from the city bank, which, owing to the fact that 
the business of its customers is diversified and more or less 
uniform throughout the year, can maintain a fairly steady 
volume of loans and deposits. The city bank is in a position 
to see that its loans fluctuate more or less in sympathy with 
its deposits, which are the source of the funds going into the 
loans. Thus, the loans will tend to expand as deposits in- 
crease and will tend to fall as deposits decline — all due to 
the very close relationship that always exists between them. 
The country bank, however, does not have so easy a time of 
it. The very forces which cause its deposits to decline oper- 
ate irresistibly against a compensating decline in loans. Dur- 
ing the crop-making season, all farmers need money. Those 
having it on deposit in the country bank draw it out. The 
country bank cannot meet this demand for withdrawals by 


t As a matter of fact, most of the loans should have been made by the 
end of May. Thereafter most of the drain upon the bank should be in 
the form of deposit withdrawals, 
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restricting or collecting its loans, for there are many other 
farmers who, if they are to make a crop at all, must make it 
on borrowed money. Therefore, as stated, instead of loans 
falling in sympathy with the fall in deposits, they tend irre- 
sistibly to rise. 

The lending bank, in order to assure itself that the country 
bank is not extending credit too freely and is not making un- 
due advances after the crops have been laid by, should ask 
for the statements of the bank which are published in March, 
June, and September on call from the Comptroller of the Cur- 
rency in the case of national banks, and the Commissioner 
of Banking in the case of state banks. It should supplement 
those statements by requesting others at intervals. A com- 
parison of the statements will clearly indicate any unwar- 
ranted increase in loans. 

Borrowincs — The liquidating season: The cotton bank 
should collect a large proportion of its loans from September 
through January which is the season when cotton is picked 
and marketed, and when the borrowers should have the funds 
to repay advances made them by the bank for crop purposes. 
Likewise the proceeds of the crop should enable the bank’s 
customers to build up their deposits. In this manner the 
bank should accumulate a large amount of cash, and, after 
paying off its obligations, should, in normal years, have a 
substantial sum to invest in purchased paper. The wheat 
bank will, of course, feel the effects of crop harvest earlier 
than the cotton bank, for wheat is harvested and sold 
in June, July, and August. Since most of the country bank’s 
loans should be of a strictly seasonal nature and made for the 
purpose of raising a crop, there is no good reason why a large 
proportion of them should not be collected if a fair crop 
is obtained. Many borrowers will not pay, however, unless 
the banker insists upon payment. In view of the hazard- 
ous nature of a farmer’s operations, a carry-over line may 
soon grow beyond his power to liquidate it. And because of 
the fact that the farmer is often tempted to dissipate the pro- 
ceeds of his crop in the purchase of things of no permanent 
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value to him or to invest them in more land or other fixed 
assets instead of paying off his current bank loans, the 
banker should insist that he pay up his current obligations 
while he has the money. 

The creditor banker can judge the ability of the country 
bank’s management by its collection policy. By comparing 
the call statement at theclose of December, when loans in the 
case of the cotton bank should be lowest and deposits high- 
est, or at theclose of September, in the case of the wheat bank, 
with a statement taken off the books the middle of August 
in the one case and about the first of June in the other, when 
the bank should be in its most extended condition, the 
banker should get a fairly clear idea of whether the bank 
was enabled to retire its obligations principally through col- 
lections or through an increase in deposits. In a fair year col- 
lections should equal the new loans made for crop purposes 
during the borrowing season, and they should be at least 
equal to the amount of the borrowings. If they are not equal 
to the borrowed money, it may be said that the liquidation 
of the debts due correspondents and the Federal Reserve 
Bank has come in part out of deposits. A lending bank 
should look upon liquidation of a debt out of deposits as un- 
desirable for the reason that it may not be more than tempo- 
rary. This is true because the deposits will in all probability 
be short-lived — likely to be withdrawn in the forthcoming 
spring. The country bank cannot restrain the withdrawal. 
It must therefore resort to the creditor to whom it paid over 
the deposits in liquidation of its obligation, or else find ac- 
commodation elsewhere. Had the obligations been paid off 
out of collections, the bank would not be pressed, for it has 
power not to make additional loans in the event it is refused 
accommodation by its creditors. In short, a liquidation of 
indebtedness out of collections can be made permanent 
without necessarily damaging the bank, for the bank can con- 
trol its loans; a liquidation of indebtedness out of deposits, 
however, cannot be made permanent in a one-crop country 
such as this because the bank cannot control the deposits. 
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As soon as they begin to be withdrawn, the bank is at the 
feet of its creditors again, and if that creditor refuses aid 
and if other creditors refuse aid, it will very likely face a 
dangerous situation. The vital importance, both to the 
country bank and to its creditor, of knowing the true source 
of the funds which have been used to pay off obligations is 
evident. 

Perhaps a further word along this line may be appropriate. 
The creditor banker is courting trouble if he does not insist 
that the country bank pursue a vigorous collection policy 
during the crop-marketing season or if he permits liquida- 
tion of the bank’s indebtedness to come mainly out of an in- 
crease in deposits. Suppose the country bank is derelict in 
its collections, but does succeed in paying off its debt to the 
city bank out of increased deposits: all will go well appa- 
rently as long as nothing interferes with the normal seasonal 
increase in deposits. But let a crop failure or some other dis- 
aster disrupt the normal course of events, then deposits will 
fall far short of increasing to the customary point. The 
country bank will be in no position to pay off its debt. And 
the very condition which prevented the deposits from in- 
creasing will, when considered in the light of the probable 
age of many loans due to a lax collection policy, prevent 
much relief from being obtained out of the note case. Thus 
the city bank will find itself with a carry-over line on its 
hands and a debtor bank in an extended condition with a 
note case probably encumbered with many slow and unde- 
sirable loans. No other bank would come to the debtor’s as- 
sistance probably in its then condition; therefore the saving 
of the situation would be left to the city bank. It must see 
the bank through to another liquidation season by advanc- 
ing further funds in the hope of recovering what has been 
previously advanced and what might otherwise in large 
part be lost. 

In this connection, attention is invited to the statements. 
of the ‘F’ Bank appearing on the next page. It is evident 
that this bank reduced its borrowings out of deposits instead 
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THE ‘F’ Bank oF ‘F,’ Texas 


5/5/23 12/31/23 

Eoatieand discounts... ociiw sic eess vee ve. $488,000 $467,000 
Securities.. 2 sie eo yOOO 5,000 
Banking house, furniture atid Gztures. Sceieose 4,000 4,000 
Cash and exchange.. = ues ates 3,000 85,000 
Interest and Atdcssmineds’ Ginranty Fudd 13,000 15,000 
SEER ss Sah ee Le ee ee $548,000 $576,000 

Me TON ISEOCK NG Oo har awa Siaiehs a Geta $100,000 $100,000 
Nr SRC Coc ah aie Die ani an (esiee ¢ Ss 2 70,000 70,000 
Ee IS RREERREEE es Se ea ene Sea 7,000—red none 
MIRON EO Pos ae cae shunt oS kc shew Sas wes 193,000 328,000 
BIOLNOWECHINONEY tac x s-cs sek sco le cep acee ae 192,000 79,000 
Te biitice he Bisse $548,000 $576,000 


of collections. The fact that loans have fluctuated very 
little, and therefore may contain a large number of capital 
lines, of possible danger to the bank, may be seen from the 
following table: 


Loans 

13-23 . $467,000 
PRD eee tin Se NAS Se eS 460,000 
AG Pee We one” acre ROHT OPEC EA MERE Seat or 462,000 
DSO M AICS Aas SNORT ee DOOR ORS 472,000 
ero a one caste eat Gaieeee enone tk Aa Ye 488,000 

DOR Nals Sisk ao ca ih sina, W413 aS aNe bes ns 475,000 
CeaaW aad Boren ceptatet srs eea eats aaeara el als ele seeps 2 461,000 
toed ale AC a ie eek Ae eee IIR eae 463,000 
OTN = 23 + 473,000 
ZF Os i a2 ator inetiatare snocis ota ets sfoare.e Mie 477,000 
TOS ST = 2 Soke wah atau srs eet sis ais viene neaiaiens aie 480,000 
Pilea Oa hs staretensevera Saath iets erties anetectengl oie oxo 460,000 
LISI OTe Sater ceca cue esiecoas eee s 467,000 


The loan figures in the above table would give no indication 
whatever of the normal seasonal liquidation of advances to 
customers which should characterize the operations of every 
properly functioning country bank in this state. 

In contrast with the above figures the record of a bank in 
the same trade territory may prove of interest. Attention is 
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called to the fact that borrowings have been reduced princi- 
pally out of the proceeds of collections instead of out of the 
increase in deposits. The question which naturally suggests 
itself is why one bank was able to effect such substantial col- 
lections while the other accomplished practically nothing in 
that direction. The answer probably is that one bank, the 
collecting bank, has a more aggressive management. The 
statements of the ‘G’ Bank of ‘G,’ Texas, cover the same 
period as those given above. 


Tue ‘G’ Bank oF ‘G,’ TEXAS 


5/3/23 12/31/23 

Loans and discounts. ........-+.ss.s- $1,861,000 $1,443,000 
SECUILLIGS a ree Mattin nite ers ort ona ey 66,000 66,000 
Banking house, furniture and fixtures... 29,000 29,000 
Otherredlestatedtacaaite cama sinless 15,000 15,000 
Gashvanduexchangé-ty yuaalscree asus slesete 351,000 581,000 
Other assets ics chews oops ake ee caw wos 7,000 9,000 

FN SGEUSL conte cope le iaiarciciee car Gir $2,329,000 $2,143,000 
Capitalistockrur. ca: cater ee were eiets $100,000 2 $100,000 
DUPDLNIS 5 Shika te, Gl Sear aw eee Peas athe 140,000 140,000 
PrON ESE se casa thksitie co wee eaisiae aie eee aes 52,000 9,000 
IL GEDOSERS yd alkalis Suis ae ee Rich oat 1,425,000 1,605,000 
IBOLFOWEd MONEY... .ctaiemieciacie ea saa es 610,000 286,000 
Other ltabiltttesas.ccore aetna cae cee 2,000 3,000 

Liabilities Ascetic. cohen $2,329,000 $2,143,000 


The $325,000 reduction in borrowed money was more than 
offset by the collections the bank obtained out of its note 
case. 

The creditor banker should be mindful of one thing, 
however, in his comparative analysis of country bank state- 
ments. If he is not, he may be misled. A decrease in loans 
during the period intervening between two statements 
would indicate that certain of the borrowers had liquidated 
their obligations. This may not have been the case. Some 
banks have outside avenues through which they are able to 
dispose of their paper from time to time and assume no li- 
ability in the process. In many instances, the directors or 
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principal stockholders will relieve the bank of loans which 
have become extremely slow and uncollectible. In other 
cases, particularly in the cattle-raising and sheep and goat- 
producing regions of the state, the owners of the banks will 
have organized affiliated live-stock loan companies to 
which the banks will sell paper from time to time. Dispos- 
ing of paper in either of the methods mentioned would re- 
sult in a reduction of the loans carried by the bank. But 
the reduction would by no means signify that the loans had 
been collected. Relief obtained by realizing on loans in 
either of the above ways is not so satisfactory as that ob- 
tained by actually collecting them; for in those cases where 
directors have taken out loans, they have probably sapped 
their financial strength in doing so, and thus, since they are 
usually the principal stockholders of the bank, they have 
weakened the outside resources on which the bank could 
rely in time of trouble. Where the bank sells paper to an 
affiliated company, it usually loses the best instead of the 
worst paper it has, for the affiliated company will probably 
be under the necessity of borrowing against it which means 
that the paper would have to be good and reasonably liquid. 
In this manner, the bank would be left with its old capital 
lines untouched — the lines which it was most urgently in 
need of collecting. If the affiliated company were used as a 
dumping ground for undesirable assets, the bank would be 
in little better condition, because the affiliated institution 
would doubtless be owned and controlled by the same in- 
terests owning the bank, and thus the whole operation 
would be of the nature of robbing Peter to pay Paul. 

The important thing is that the loans be collected when- 
ever practicable, and this is important, not only from the 
standpoint of the bank, but also from the standpoint of the 

t Of course, a bank’s condition would be improved to some extent 
regardless of the manner of ridding itself of undesirable paper — even 
though its shareholders should be weakened in the process. The point is, 
that the really desirable thing is that the loans be collected, and the 
banker should ascertain whether a reduction in the item represents 
collections or something else. 
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community. A vigorous collection policy is the best assur- 
ance that the loans will be kept liquid and that the proceeds 
will be or have been used to meet the working capital (and 
not the permanent capital) needs of the community. The 
principal duty or function of a commercial bank, as a lend- 
ing institution, is to bear its reasonable proportion of the 
burden of supplying the community, not with permanent 
capital, but with the working capital needed in its current 
operations. 

BorrowIncs — The basis of credit: The representatives 
of the country bank will probably visit the creditor bank in 
the early spring or at some later period during the spring or 
summer in order to arrange for a line of credit. The loan 
officer of the lending bank will, of course, go into the past 
record of the applicant bank to ascertain whether satisfac- 
tory balances have been maintained and whether its ob- 
ligations have been liquidated seasonably. If the line 
granted during the past season was not fully paid up, the 
officer should go carefully into the reasons and should in- 
quire concerning the plans and prospects of the applicant 
in the current season. He should urge upon the representa- 
tives of the bank the necessity that they handle very con- 
servatively any new funds which he should determine to let 
them have, cautioning them particularly against lending 
them out promiscuously and urging them to use the funds 
principally for the purpose of caring for declining deposits. 
The reason why the bank had to be carried over from the 
preceding year was probably its overloaned condition, 
coupled with a poor collection policy and /or disappointing 
crop returns. In any event, the borrowing bank should 
proceed with care until it is again on a current basis. From 
time to time during the progress of the current season the 
loan officer should obtain statements from the borrowing 
bank in order that he may know in what way the bank is 
using the advances made to it. 

If the applicant is one for which the lending bank did not 
have to carry over a part of the line extended during the 
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past season, the line for the coming season should be con- 
ditioned upon the needs as revealed by the management of 
the applicant bank and as modified by what the loan officer 
of the lending bank knows concerning conditions in its ter- 
ritory. If a good crop was made the preceding year, and if 
it was sold at a satisfactory price, the customers of the bank 
should be in a position to finance themselves for a longer 
time out of their own resources, and consequently the bank 
should have to borrow relatively less money than under 
contrary conditions. If later on in the season the bank at- 
tempts to increase the line granted, the loan officer would 
have to consider the case on its own merits. A comparison 
of appropriate statements would be made to determine 
whether the proceeds of the line already used had been 
recklessly loaned or had been used thriftily. He would be 
interested in the following questions: What did the bank 
borrow during a corresponding period last year? What did 
it need from this time last year until the peak loans and 
minimum deposits were reached? Did the bank collect last 
year as much as it advanced its customers? Did the liquid- 
ation of its indebtedness come principally out of deposits 
rather than out of collections? How does the condition of 
the bank at the present time compare with its condition at 
this time last year? Is it carrying a substantial amount of 
public funds? How much does it owe other creditors? The 
importance of these questions may be better understood 
by considering an actual case which came before the writer 
only a short time ago. Reference is made to the statements 
of the bank involved which appear on page 272. It will be 
observed that statements in 1923 were taken as of the be- 
ginning of the borrowing season (1/1/23), as of about the 
first of June (to correspond with the time in 1924 when the 
writer actually went into the bank’s situation), and as of 
about the middle of August when the bank was in its most 
extended condition. It was early in June, 1924, that the 
bank had requested an increase in its line of credit. The 
following analysis of its condition was made: 


272 EXTENSION QF BANK CREDIT 


This bank desires to run its line up from the present peg of 
$60,000 to $85,000. Mr. says his board of directors agree 
that $25,000 more money will have to be obtained. 

So far this year borrowed money (including $11,000 public fund 
deposits) has increased from zero to $71,000. This compares with a 
decrease of $5000 for an approximately corresponding period last 
year. The increase this year has been occasioned by an increase of 
$11,000 in loans and a decrease of $80,000 in deposits. During the 
corresponding period of 1923, there was no material change in loans 
or deposits. 

Mr. states that it will require $25,000 more to see the bank 
through. From this time last year until loans reached a peak and 
deposits a low point, the need was $39,000 — all of which was 
obtained from us. This need was occasioned by a $26,000 decline 
in deposits and an increase of $15,000 in loans. 

Since deposits are already $43,000 less than they were this time 
last year and $17,000 less than the 1923 low point, it would seem that 
they should not go much lower. Are we to conclude, therefore, that 
the bank will need the additional $25,000 requested to expand its 
loans? Loans are now $35,000 less than they were a year ago. 


Tue ‘E’ Bank, ‘E,’ TEXAS 


1/1/23 | 6/ 11/23 | 8/13/23 


MeOansieicctsress g 
United States 

securities. . 15,000 
Other securities. 2,000 
Banking house. . 11,000 
Other real estate 13,000 
(ash anes acene 15,000 
Other assets 1,000 


ASSeUS an syste $307,000 
Capital 2.0 oo. $60,000 
SULPIUS soe was 4,000 
IProuisnsme nem dns 1,000 
Circulation..... 15,000 
Deposits. -s.sicn- 167,000* 
Borrowed money 60,000 


* Includes $11,000 public funds. 


Borrowincs — Relation to capital investment: This sec- 
tion of our discussion may be concluded by saying that bor- 
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rowings should not be out of proportion to the capital in- 
vestment of the owners in the bank. Perhaps a general rule 
might be that creditors should be well informed regarding 
the borrowing bank’s situation before allowing its indebted- 
ness to exceed the capital investment. No hard-and-fast 
rules can be laid down, however, because each case is dis- 
tinct and must be handled in the light of the special cir- 
cumstances surrounding it. Should borrowings, including 
public funds, become disproportionate to the capital in- 
vestment, it might be advisable for the lending bank to re- 
quire that an additional margin of collateral be pledged or 
a directors’ guaranty given to secure any future advances 
made to it. 


B. THE MANAGEMENT 


The officers: The success of the bank depends upon the 
management, and the lending bank considers the quality of 
the country bank’s management the most important factor 
entering into the question of granting it credit. As a matter 
of fact, most of the preceding discussion of the subject of 
extending credit to the country bank has dealt with results 
or conditions which in nearly every case run back to the 
character of the bank’s management as the cause. It is 
often the case that the position of managing officer of a 
country bank is not remunerative enough to attract men 
of real ability. In some cases, the managing officer has 
some outside pursuit which he follows in order to supple- 
ment his meager salary. Under such circumstances in- 
competence is fostered and what the bank saves on the 
officer’s salary it more than loses in assets which, through 
mismanagement, have to be charged off. 

Of course, the officers of the country bank should be 
thoroughly familiar with the industries and enterprises of 
the trade territory. They should know the productive 
power of those industries and enterprises and should base 
their extensions of credit to them upon that knowledge. It 
should at all times be their concern to confine the opera- 
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tions of their institution as far as possible within its own re- 
sources. They should not set a bad example by borrowing 
too freely from the bank or by letting their obligations run 
indefinitely. 

The directors: The directors of a country bank too fre- 
quently leave its management entirely in the hands of one 
man. They are legally responsible for the sound conduct of 
its affairs; they should take their duty seriously and en- 
deavor to perform it. It is often through their lack of in- 
terest that the bank becomes extended and suffers serious 
losses as a result of incompetent official direction. 

The lending bank is interested in knowing whether the di- 
rectors are active in the management of the country bank’s 
affairs. It is interested also in knowing whether they are 
men of responsibility, able to come to the bank’s assistance 
in time of trouble. 

The directors, like the officers, should not abuse their 
connection with the bank by borrowing unwarranted sums 
from it and for unwarranted periods of time. 


C. THE WESTERN TEXAS BANK 


The problem of the western bank: Within the past few 
years a large part of the ranch country west of Fort Worth, 
and centering around Lubbock and Plainview, has been 
undergoing a marked transformation. Ranches are being 
cut up into farms and planted largely to cotton. Conse- 
quently, many country banks which formerly confined 
their operations to financing the breeding and raising of 
cattle are now confronted with a different type of business 
altogether — that of financing the farmer. The breaking- 
up of the ranches has resulted in an influx of a new popula- 
tion which has settled on the newly created farms. For the 
most part, these farmers are without means and entirely 
dependent upon the bank for working capital. They are 
not a class that has an accumulated surplus. The perma- 
nent deposits that a bank has must come from depositors 
who have surpluses and a steady income. The result of the 
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lack of working capital on the part of the new western 
farmer is that the bank’s deposits fluctuate very widely 
during the year. They will be high in the fall and winter and 
undergo a remarkable falling-off in the spring and summer — 
thus testifying to their temporary character and to the lack 
of accumulated surpluses on the part of the new population. 
The typical country bank in the black-land belts differs 
from the western bank in this respect. Its territory has long 
been settled and has been productive for many years; con- 
sequently, a substantial part of the farming population is 
of the non-borrowing class, and constitutes the class from 
which the permanent deposits of the bank are obtained. De- 
posits will usually not fluctuate so widely in the black-land 
banks as in the western banks. The ‘E’ Bank, whose state- 
ment appears on page 272 is a typical black-land bank. 
From January I, 1923, to August 13, 1923, its deposits de- 
clined from the high point of $203,000 to a low point of 
$173,000. The decline amounted to about 14 per cent. Over 
the same period a typical bank in the heart of the new farm- 
ing section in the western part of the state suffered a decline 
in deposits of approximately 56 per cent. The bank had 
about the same capital investment as the black-land bank, 
but its peak deposits amounted to $754,000 and its minimum 
deposits to $332,000, as against $203,000 and $173,000 re- 
spectively in the case of the black-land bank. 

Deposits decline to a very low point in the western bank, 
not only because the farmer needs his money to put in his 
crop and meet the current expenditures necessary to its cul- 
tivation and harvest, but, owing to the fact that he is in a 
new country, he uses a large part of his money on deposit 
with the bank for the purpose of providing for certain fixed 
capital requirements on his farm — such as work stock, tools, 
fences, barns, sheds, and even houses. It follows, therefore, 
that, since the deposits of the bank may be so temporary in 
their nature, it should throw every precaution about invest- 
ing them. The bank should maintain relatively large re- 
serves and should try to invest a substantial portion of de- 
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posits received in the fall in such securities as usually go to 
make up the so-called secondary reserve. If a policy of this 
kind is not carried out, undue reliance upon creditors may be 
the outcome. 


D. SumMARY — A Goop BANK 


The qualifications of a good country bank may be sum- 
marized as follows: 

(a) Good management — intelligent, experienced, compe- 
tent, and safe. 

(6) Borrowings, if any, moderate in amount. 

(c) Public deposits, if any, invested in quick assets, usu- 
ally not local loans. 

(d) Substantial secondary reserves in the fall and winter 
after harvest, such reserves consisting of call loans, Govern- 
ment bonds, bankers’ acceptances, commercial paper. 

(e) A clean note case; loans well distributed as to size and 
as to borrowing interests, as far as local conditions will per- 
mit. 

(f) Satisfactory earning capacity. 


E. THE CouNTRY BANK AND THE COMMUNITY 


Position of the bank in its community: Owing to the fact 
that so many farmers in this section of the country have 
little or no working capital and are thus dependent almost 
from the beginning of the crop year upon the bank for the 
means of producing a crop, the country bank is often virtu- 
ally a partner in the farming operations of its community. It 
is perhaps not unduly exaggerating to say that in many 
cases, where the bank is financing a tenant, it is in effect it- 
self engaged in farming by means of hired labor. Owing to 
this dearth of working capital on the part of the farmers, 
and their consequent dependence upon the country bank, 
the bank is logically in a position to wield a powerful influ- 
ence over the way in which farming operations shall be car- 
ried on. It is to be regretted that many banks have not real- 
ized the responsibility of their position and the great good 
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_ they are able to do. Some banks, however, are beginning to 
combat the one-crop system in its most extreme phases by 
insisting that customers raise their food and feed on the 
farm. It would seem that the banks could do good work in 
proselytizing the farmers in the matter of saving their sur- 
pluses and profits as savings deposits or other liquid invest- 
ments rather than as equities in land and other permanent 
investments. The great need of many farmers is working 
capital. They should accumulate it out of their earnings; 
the bank should take the lead and show them how to do it. 

In fairly recent years there has grown up a tendency on 
the part of country merchants to sell on a cash instead of a 
credit basis. Consequently, the country banks have had to 
take up the burden laid down by the merchants. In some 
communities this additional burden has become too heavy, 
for the banks have frequently not increased their capital in- 
vestment or deposits in proportion to the additional respon- 
sibilities assumed. The result has been an increasing re- 
liance upon creditors. This brings us to the important ques- 
tion of just how far the country bank should go in shoulder- 
ing the credit burden of its community. 

It is true that in theory the bank, being an institution of 
credit, should be the source of credit. But certain practical 
considerations may limit its ability to serve alone in that im- 
portant capacity. A bank should guard against becoming 
overextended. It cannot serve its community by overreach- 
ing itself. The very first duty of every bank is not to its com- 
munity, but to its creditors and depositors. Its second duty 
is to its stockholders, for they are responsible for its exist- 
ence, and would never have created it if they were not to be 
permitted to regulate its affairs in such a manner as to yield 
them a profit from its operations. The bank’s third duty is 
to the community: to provide a reasonable proportion of the 
funds necessary to satisfy the working capital requirements 
of its legitimate industries and enterprises. By misconceiv- 
ing its true duty and thereby attempting to shoulder alone 
a credit burden which is too heavy for it, the bank cannot 
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operate with satisfaction to its creditors, depositors, share- 
holders, or the community. A weakened and extended bank 
is no element of strength in the community, although it may 
have come into that condition in its attempt to serve the 
community. A sound bank, on the other hand, is a decided 
element of strength, although it did not attempt to carry the 
whole burden of financing the community on its own shoul- 
ders. And, furthermore, the strong bank, in apparently serv- 
ing the community less, has actually served it more and bet- 
ter than the weak bank. 


THE END 


‘ . 
¥ 


APPENDIX I 
COST OF WHEAT PRODUCTION 


THE following figures have been taken from financial statements of 
farmers and represent estimates of the cash outlay per acre in ‘laying 
by’ the crop (i.e., the costs of preparing the soil, planting, and all 
expenses up to the time of harvest), on the one hand, and the cash 
outlay of harvesting it, on the other. Since no details are available 
as to how the farmers arrived at their estimates and as to just what 
in each case is included in them, the figures are offered here more as a 
matter of interest than as possessing any positive value as a basis for 
generalization. 
Estimates are given on individual financial statements. 


THE PANHANDLE AND WEST TEXAS 
— HALE AND CARSON COUNTIES 


1921 1922 
Cost oF Cost oF Cost oF Cost oF 
Layinc By HarvesTING YIELD LAYING BY HARVESTING YIELD 
$1.50 $2.50 14 $3.00 $4.00 12 
3.50 3.00 12 4.00 3.50 23 
3.50 3.00 15 3.50 4.00 b fe) 
3.00 2.00 15 3.00 2.50 15 
4.50 4.50 15 3.00 3.00 10 
3.00 5.00 15 4.00 5.00 15 
2.00 1.75 6 
2.50 3.00 15 
3.00 1.75 12 
CENTRAL TEXAS — WISE, NAVARRO, DALLAS, YOUNG COUNTIES 
1922 
Cost oF Cost OF 
wAYING BY HARVESTING YIELD 
$5.00 $2.00 Io 
4.00 2.00 10 
4.00 1.00 18 
4.00 4.00 15 
6.00 2.00 15 
5.00 4.50 10 
5.00 3.00 10 
4.00 7.50 12* 
3.00 10.00 Io* 
3.00 8.00 10* 


* These figures are from statements of Young County farmers. It would seem that 
they had unusually high costs of harvesting the crop. 


APPENDIX II 
TENANT’S CAPITAL* 


1913 

Ar MMUIES 5 o's.c ares clots wv evehercotiecoen ole oooh ive, Aeteio a oa ale tous $700 
Lat OSS ie. <a etsunrei(s. ors versie (onacsis ae sre pid Wee ae wisvavors eee tee 32 
Breakingsplow wiclaaesiae, eviarde Bee este a ae ow atepeene eee 55 
BD CULELVACOLAiste spereiin uote eo Nereis Psi ere eeoio wt eee 75 
Beplantersay cic clea ote Viejas se rorsis wie ae melas sae eee Be ws 60 
2EWeaGOUS cic, cle ey sreceleleisystece soatal alate ahelle, tl slstal uisy ot alter, wi elias 180 
T pair Of harrows sk wes Sense ad ogi aed siecle « 15 
Teta lke Cutter iicraassel apthers sreyslate sate, 202 o:enays\ocoqerecesagarsio-ecoua ape ede, 
Gi NOES As ious 2 stat arse ce Alavvauare, Ola bveis Asi gsaia Bi aeielens eresanes 4 
Scales foruweishing, cocton «.st s eeiaies nee meee ons 2 
Bugeyand harness. «cde meee oe fodicw esbwecneere 130 
FL OESC ness Sao cea eiess Sea eset we tstcm cot aa eaiets weeks 150 
Gottonisacks a. facsa<lciteic nace smurenaeeniceeiiaeeee 10 
PLOTAL Yo teva.c cts arsios Sialsrertaieare © sere le elo sles eieie ete $1439 


* See supra, page 59 ff. for discussion of this tenant’s operations. 
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CASH OUTLAY PER ACRE IN RAISING COTTON 
AS SHOWN BY INDIVIDUAL REPORTS 


Cape CasH Cost } CasH Cost 
YEAR oF) sore 
LavyInc By | GATHERING 


YIELD oF LINT 
PER ACRE 
(bales) 


CounTIES REPRESENTED 
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APPENDIX III (continued) 


Casu OuTLAY PER ACRE IN RAISING COTTON, AS SHOWN 
By INDIVIDUAL REPORTS 


YIELD oF LINT 
PER ACRE 
(bales) 


Casu Cost | CasH Cost 
OF 
GATHERING 


OF 
LAYING BY 


$5.00 
7.00 
5.00 1/2 
2 1/3 


88358838888 


DHHNHWNNNNHWW UW 


g 


1/3 
* Unduly influenced by exceptionally high figures for Young County, 
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APPENDIX III (continued) 


Casa OUTLAY PER ACRE IN RAIsING Cotton, AS SHOWN 
BY INDIVIDUAL REPORTS 


Crop nave ven secs eek 
YEAR eine BY Ghraaec 


YIELD oF LINT 
PER ACRE 
(bales) 


CounrTIES REPRESENTED 


ee ee 


SHI te aaa aha gt 1/2 
Lo SS eee ; : 1/3 
Red ivers. s.csoces ss : ; 1/3 
Redo Rivers. sesssces si 3 : 1/2 
Receiver ccG sacs ses sc : ; 1/2 
2 ee ; : 1/2 
OG . : 3/4 


PGC RIVED se: os Sisse ss ‘ : 1/2 


eS ‘ : 1/2 
San Patricio 1/2 
San Patricio 1/2 


San Patricio 


AVERAGE ssc ctses > 


Dee [ae 


APPENDIX IV 


COST OF PRODUCTION OF 
MUTTON AND WOOL IN TEXAS * 


1918 
Number of sheep..........ee0- Phare estate 24,000 
Pounds of wool per head...... anwepeace 75 
Sheep investment per head..... Beet erolere $11.20 
Receipts per head in flock. ...........-.- 5.78 
Expenses (including interest on invest- 
mentiat.6-per: Cent) sng as «aclee one eis 4.98 
Expenses (excluding interest)...... bara OAS cos 
Profits (including interest)............. .80 
Profits (excluding interest)............. 2.16 
Ratio: of receipts:(wool)s.. . oncie s crec's 67% 
Ratio of receipts (lamb and mutton).... 33% 
Receipts per pound of wool............. 50.7¢ 
Expenses (including interest)........... 43.2 
Expenses (excluding interest)........... S27, 
Profits (including interest). ..........-. 7.4 
Profits (excluding interest)............. 18.0 
Receipts from mutton and lamb (per head 
ofssheep int flock)! 4. 7c eardoea eee ar $1.96 
Expenses (including interest) ........ feast 00 


Expenses (excluding interest)........... 1.15 
Profits (including interest)...........6. .36 
Profits (excluding interest)......... Sie wayred 
Per cent expense made up of labor...... 26% 
Per cent expense made up of feed....... 13% 
Per cent expense made up of fees and 


Per cent expense made up of shearing... 214% 
Per cent expense made up of miscellaneous 13% 
Per cent expense made up of interest at 6 


PebiCent ei iais vet see Skat. wie «02 27K%% 


* For details see The Wool Growing Industry, chapter 10. 
f Increase in receipts largely in form of inventories, 


I9I9 
15,000 

7-9 
$13.30 

9.14f 


5.61 
3.65 
3-53T 


5.491: 


43% 
57% 
50.3¢ 
UES 
21.4 
18.2 
28.9 


$5.17T 
3.08 
1.96 
2.10} 
cea 

29% 
2% 


9% 
3-7% 
16% 


34.9% 


1920 
22,000 

10.1 
$10.50 


4.92 
3.38 


20% 


2.8% 
18% 


31.3% 
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THIS appendix contains analyses of typical statements and will illus- 
trate the practical importance of a knowledge of the trade practices 
and characteristics of various lines of business as discussed at length 
in Part Three of this study. The analyses are arranged in the same 
order as that followed in Part Three. 


MANUFACTURING 


The cotton mill business: On page 288 is given the balance sheet 
of the ‘A’ Cotton Mills Company. The statements are rendered as of 
August 31, or just before the mill will enter upon its borrowing pro- 
gramme to lay in supplies of the next season’s cotton. Asof this date 
a liquid condition would be expected. In the present case a very 
liquid condition is shown in the 1923 statement. The current ratio is 
higher than three to one. Total indebtedness is small in comparison 
with net worth. By January, 1924, of course, indebtedness will in- 
crease considerably. Receivables are small in amount. 

Borrowings are principally in the form of bank loans, as would be 
expected, since cash is paid for the cotton purchased. 

Observe the very heavy investment in plant and equipment, and 
the large reserves for depreciation set up against them. These as- 
sets have been depreciated more than 50 per cent. 

The comparison of the 1923 statement with the 1922 statement 
shows a much improved condition. Very satisfactory profits were 
apparently earned during the interval, most of which, if not all, were 
left in the business, and applied on the indebtedness. 


Comparative statements of the ‘B’ Cotton Mills Company appear 
on page 289. They show the condition of the ‘B’ company at that 
period of its fiscal year when it should be in its most liquid condition 
(August 31,1923) and then at that period when it should be carrying 
its heaviest inventories and consequently its heaviest indebtedness 
(March 15, 1924). 

It will be seen from the 1923 statement that while, in comparison 
with 1924, indebtedness is low, still the company is shown to owe more 
on current account than it has quick assets on hand. This would in- 
dicate that operations have not been profitable or that the company 
has used some of its liquid capital for fixed investment purposes. 

Observe that in the 1924 statement current debts are practically 
equal to quick assets. It would be expected that, owing to the sea- 
sonal need of credit, the margin of quick assets over current liabilities 
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BALANCE SHEET OF THE ‘A’ Cotron MiIL_s COMPANY 


hoe 8-31-22 8-31-23 
Cash. tis tetanic eee CaM ee en ab ace $26,353 $16,016 
ACcounts receivable: ope eumee sh cee aien ee sem eee ae 48,712 29,719 
Notés rectivable 7.5 oe seh bers diets isla tas none none 
IRVentOry: zi cnet bo oe a, + w orale, Bie a OB Sila whee we 80,664 103,261 

LOTAL, QUICKASSETS.jay crtyerereln este «neta $155,729 $148,996 
Mill puildings caterers nate re i 6 ies ie nae a ota $91,449 $91,448 
Mia chitrier yi eines ainsere s,00e ore akolarayel a) wioipeatarel sa dened 235,025 235,681 
Other assets ie sia cnis eeu iat oem sis owe oe oises aoe 40,017 45,796 
CLOTALHASSETS.s1s15¥s\s18 oan sieialete See ave aie $522,220 $521,921 
Notes payable:to. banks:i,2s.c0c-cclswiace aes ses $100,000 $35,000 
ACEOUNTS Pay ADIs ost teed wlcinrers sidelercle cavern state 1,560 592 
Actriied itemsir fac im cdiew ins Cie SI eons oe he ore 6,790 7,279 
ToTaL CURRENT LIABILITIES...........-. $108,350 $42,871 
Reserve for depreciation. ...\0a s/sielse arse ola) core ee $143,515 $173,069 
GapitalsstoCkons anteslvies oatelte Sieiatete aco ate oa 270,000 270,000 
Surplusigess eee ten wea te ecw wee hs oe we eee tees 355 35,981 
ROTA LIABILITIES! cor aatacie cece eesieeer $522,220 $521,921 


would not be very great in the late winter, but that does not mean 
that the current operations should be carried on entirely on borrowed 
money, as appears to be the case with regard to this company. 

Observe how inventory is segregated into raw material (cotton), 
finished products (mainly duck), goods in process, etc. This segre- 
gation is highly desirable. If we were provided with figures as to the 
number of bales of cotton and the number of bales of duck repre- 
sented by the inventory, we should be in a better position to pass 
judgment upon the reasonableness of the valuations shown in the 
balance sheet. 

We should also know to what extent the inventories are covered by 
actual sale contracts or orders from customers, and whether the in- 
ventories not so covered are protected by hedges. These are impor- 
tant matters in view of the heavy reliance of the company upon its 
bankers. 

In the 1924 statement, indebtedness is very heavy in proportion 
to net worth. As of March, however, indebtedness would normally 
be large. 

The company has a large surplus which, together with the large 
accumulated reserve for depreciation, would indicate that it has had 
a successful past. 
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BALANCE SHEET OF THE ‘B’ Corron Mitts Company 


8-31-23 3-15-24 
Sache oh t\ PUES 3S Sol nce aos $3,919 $2092 
ACCOHNES TECEIVA DOU ce Gowen hadi wnbes oS news 40,095 21,084 
EUCHLOMES OR GE CRT Eee hee oe oe ke ees 
Manufactured goods (duck)............00 64,987 283,705 
COUSIN LOCOS Huser t ree ae Wes 29,620 31,208 
Cotton Rta OCA IRC ERO SIC a Se 23,812 269,389 
ReQuinNsSsn Cyr sro Os co eet Eye 4,659 4,617 
PLOCAINH VENLONIES oF euro eee as se ea $123,078 $588,919 
ToTaL Quick ASSETS...... Rc haae eee ce $167,092 $610,295 
Real estate..... tent e een eee ee eens enecee cence $41,439 $39,000 
lant And) MACHINE ia w.5 oro pis, ced cess hoo 5 ene% a 660,783 675,639 
BEL ASSCCE ee Clie se cc oe ee ee 26,645 1,234 
Tota ASSETS....... Pe eee ee vee $895,959 $1,326,168 
mates payable-to: banks5s. 02s. sees reese $165,523 $591,088 
INCCOUNES PAVADIe. sci aiesere o/e.s, bu a msele ere aH 197 549 
PSGULUCTMIL OTIS ‘aceon ate aii Ren eee 5,451 3,263, 
eS SAE Se SS Sx 
ToTAL CURRENT LIABILITIES..... An cee VAR! $594,900 
Reserve for depreciation............e0+. Seti $207,969 $207,969 
aM etal ded EEO ISi cy cfiacat-svaieods wii elaisis Gee .e-abolie Pie tacaieleen ae 300,000 300,000 
POLIT PUES. pains Both eters Ania we NOES Oia Rosca bos ie 216,819 223,299 


TOTAL LIABILITIES......ccceeseeeeees+ -$895,959 $1,326,168 


One of the features of the statement is the fact that the plant is un- 
encumbered, for the plant, in this case, is the only margin of safety 
which the current creditors have. 

On account of the tendency to operate so largely on borrowed 
money, the paper would not appear attractive unless supported by 
substantial guaranties or endorsements. Still if the company were 
protected from the risk of serious loss on account of fluctuations in 
inventory values, and if its operations were on a profitable basis, our 
attitude would be somewhat more favorable. 


The cotton seed oil mill business: It would appear from the state- 
ments of the ‘A’ Cotton Seed Oil Company on page 290 that the com- 
pany is not an attractive credit risk. The company lost nearly $12,- 
000 during the year ended May 15, 1924, as shown by the decrease in 
surplus and also by the income account. Observe the large excess of 
current liabilities over quick assets, indicating accumulated operat- 
ing losses or the transference of liquid into fixed assets. This is one 
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BALANCE SHEET OF THE ‘A’ Cotron SEED OIL 


Mitt Company 


A 5-15-23 5-15-24 

Cashines 2.2280 ee wie at Sete ws ololee'e ohite Sue ema lee $1,411 $3,068 
Accounts recervablevaccistcsmes see eie sees © ora 21,783 24,118 
Notes recéiva bles. sseiieatsieetetels'diolete's'e oon ee e's 26,044 27,495 
Inventory (mainly crude oil)............+0--: 18,018 76,011 
Quick ASSETS........ San in hee Beare Pa oe Boas $67,256 $130,692 
Plantiand equipments. cise «is. is slslateole'eais slot stale 246,394 246,405 
LOTAG ASSETSU vcr. mclts cielo olile sea ve oA. $313,650 $377,097 
Notes payable xn... caxsthis ute eiais sreiele c/o Fiersim eras rare $120,505 $139,334 
AGCeptances re a5 sisi arches 310 str one siginere ween 26,176 83,629 
Accountsipa yaible nator eres occ j0.0'5 <a, ocaie ses joker aasaieyei 2,152 994 
CURRENT UCIABIEERIEG 2) <0 evere saleteine ae siaieiae eas $148,833 $223,957 
Capital Stocktss 2% tice tiams;s.o sro ste ne ea Sie betes 100,000 100,000 
UL PLUS piace ya sa cestate cisnere wince asia alee ls tart ateiohe wes 64,817 53,140 
OPAL I TABILITIEG cr ciae estes oie ciate cisreaa siete Pa LGTO5O $377,097 


INCOME ACCOUNT OF THE ‘A’ Cotton SEED Ort Mitt CoMPANY FOR 
THE YEAR ENDED 5-15-24 


Inventory beginning of year..... $15,961 
Purchases of Scedicciasicete pein’! 134,060 


PL OTAL stele cls'orue cleeaie oeiate oes ep LS OORT 


Manufacturing expenses........ $15,984 
TTRETESt Stas oeene hee 


ToTAL ORDINARY EXPENSES.. .$200,470 


Lossion'sale/of gin... ..<sceess 5,01 


OPAL s so 1c0\elcicieie earmesciare se P200,008 


Sales invwsceuken $114,651 
Inventory end 
ob years... 73,866 


Otherincome... $5,201 
Miller’s indem- 
MU Yore sone oe 687 
TLOTAL oe ace $194,405 
Net loss....... 11,676 


TOTAL. ......$206,081 
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of the principal criticisms to be raised against the statement. Atten- 
tion is called to the fact that current liabilities exceed net worth by 
$70,000 or by about 50 per cent. The mill is very badly undercapi- 
talized. On the assumption that it could sell all of its quick assets fot 
100 cents on the dollar, it would fall short of being able to liquidate 
its current debts by $93,000. Unless, therefore, the owners contribute 
additional capital to the business for the purpose of retiring this ex- 
cess indebtedness, the creditors will simply have to wait until such 
time as the profits will enable the company to pay, or until some of 
the fixed assets are sold. 

The 1924 statement has been extracted from a complete auditor’s 
report. Among the schedules in the report is one which details the 
notes receivable. From this schedule it appears that these notes re- 
present sums due from private parties and most of them have ma- 
turities well into 1925 and 1926. They have obviously not arisen out 
of the company’s regular operations, for a cotton oil mill should not 
have notes receivable in its statement, and, because of their long ma- 
turities, they should not be regarded as quick assets. We are not in- 
formed as to how the mill acquired them. 

A comparatively large inventory is carried in the 1924 statement, 
in view of the fact that the statement is rendered as of the end of the 
season. But most of the inventory is made up of crude oil, which is 
proper since a mill should not be carrying much of last year’s seed at 
the end of its fiscal year and on the eve of a new cotton crop. We are 
not told whether the mill is under contract to sell this oil. 

Attention is called to the rather substantial amount of acceptances 
payable. These are probably accepted demand drafts. The mill, in- 
stead of giving its bank a note to cover the entire amount of its bor- 
rowings, has accepted some of the demand drafts drawn upon it by 
the sellers of seed — the bank advancing the necessary funds to pay 
the sellers against the accepted drafts. 

The outstanding feature of the income account is the fact that the 
company did a pitifully small business in proportion to the total cap- 
ital employed in the business (both borrowed and owned). Sales, 
even if we include inventory on hand as sold, would amount to only 
$188,000 as against borrowed capital on statement date (when, by 
the way, borrowings should beat the lowest point) of $224,000 and 
owner’s capital of $153,000. If we consider only the actual sales of 
the company, we find that interest paid on borrowed money during 
the year amounted to nearly 10 per cent of sales. Total expenses 
amounting to nearly $51,000 were almost 50 per cent of sales. The 
main fault may be traced to the small volume of business, for the 
gross profit on such volume as the mill had was satisfactory. It 
amounted to about 33 per cent of sales. 
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The risk would appear to be very undesirable. 


The situation is very different in the case of the ‘B’ Cotton Seed 
Oil Mill Company, whose statement appears below. Comparative 
statements are there submitted principally to show the seasonal 
character of the business. The October statement shows the com- 
pany carrying heavy inventories, and, it is agreeable to note, the 
company is carrying its burden mainly on the strength of its own 
resources. The July statement shows the company in its most liquid 
condition. Observe the large amount of cash and the nominal liabil- 
ities. This company operates on a conservative basis, and this, in 
spite of the fact that a loss of $16,000 was incurred during the year. 
The loss is represented by the fact that quick assets decreased $73,- 
ooo and fixed assets decreased $10,000 (depreciation), whereas cur- 
rent liabilities decreased only $67,000. 


BALANCE SHEET OF THE ‘B’ Cotton SEED Om Mitt Company 


10-31-23 7-1=34 
Casi catmaiee cree Sereno 8% man were ees Se $10,386 $48,273 
wBccounts receivables. sia se us s0s sass cp semis e II,214 1,245 
INGEeS receivable: score soc cv de sree acargivte ac ea site ae none none 
THventOry.s SAccet ee ree ee ee kha ameee mete ns 104,960 4,381 
“LOTAL QUICK ASSETS, ais srlecs wie oes en's $126,560 $53,899 
Plantand equipmentaces suse sauce fc eueaes ss 118,387 108,858 
POTAL ASSETS ta enone aia ig aeage alalaheias $244,947 $162,757 
Notes:due banksi2.2.200cnss ste viatshean tiers «+++ $50,000 
ACCOUNTS PAayablesaiias and etacae Cee ee abet 18,734 $1,931 
ToraL CuRRENT LIABILITIES..... Tate Riek) POOH Se $1,931 
CAapitaltstock Mr ioc Ue eere ee ees One Seem ee eled «+. 100,000 100,000 
SUPPlUS siete si6 SiG Sa Siadia e's pie teale oie ete ee sei eTO2I3 60,826 
(ROUAR LIABILTTVES era ctese-staiele le ies vic meet $244,947 $162,757 


Since the owners of the business do not follow the usual practice of 
calling upon creditors to carry the full burden of its operations, but 
contribute themselves a very substantial part of the working capital 
needed to run the business, the banker might consider the company 
a desirable risk for a reasonable line on a straight note basis. The 
company has apparently built up a very comfortable surplus, indi- 
cating that its operations in the past have been conducted on a 
generally profitable basis. We assume, of course. that the surplus 


has arisen solely from earnings. , 


Ce a Se a eye 


i 
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This company is similar in size to the ‘A’ company, but there is no 
question as to which would be the more desirable credit risk. The 
‘A’ company is operating very heavily on borrowed money, whereas 
the ‘B’ company depends mainly upon the capital contributed by its 
own shareholders. 


The Flour Milling Industry: From the statements and income ac- 
count of the ‘A’ Flour Milling Company given on page 294, it would 
appear that this company is not an attractive credit risk. The 1923 
statement may be analyzed as follows: ; 

(a) Inventory considerably exceeds receivables. This is to be ex- 
pected in the light of what we know of the selling terms and turnover 
in this business. Moreover, at statement date inventory would nor- 
mally be high. 

(0) More information as to what proportion of the item of $134,- 
207 is collection items would be of value, for such items are practi- 
cally the equivalent of cash; whereas if the bulk of it is notes, it 
may be of a very unliquid character. It is not customary for a flour 
mill to sell its products on a note basis. 

(c) The striking unfavorable feature of the statement is the in- 
adequacy of the working capital. The owners have practically no- 
thing invested in the working end of the business. While no large ex- 
cess of quick assets over current liabilities is normally required, for 
reasons already pointed out, nevertheless the margin should be very 
much greater than it is in the present case. This mill is badly under- 
capitalized. 

(d) In line with what has just been said, observe that current in- 
debtedness is nearly one and a half times the inventory. Creditors, 
banks principally, are being called upon to carry not only the mill’s 
inventory but also a substantial part of the receivables. 

(e) Not only have the owners invested practically nothing in the 
mill’s quick assets, but they do not even own the plant and machin- 
ery free of debt. They have borrowed $250,000 or over 30 per cent of 
the present book value of those assets. 

(f) Altogether, the creditors of the concern have over $1,324,000 
invested in the business as against only $592,000 invested by the 
owners — or nearly 2.3 times as much. 

Comparing inventory with sales at cost, we find that the mill had 
a turnover of more than four times during the year, and this of course 
is based on the end-of-year inventory figure which is probably some- 
what higher than the average inventory carried. 

Net profit during the year was very small. There would actually . 
have been a substantial deficit if there had not been a large amount of 
‘other income.’ This means either that the margin of profit is too 
narrow or that the expenses are too high. The source of the other in- 
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BALANCE SHEET OF THE ‘A’ FLour MILLInc CoMPANY 

12-31-22 12-31-23 
Cash cicseicseedee toe atts osu adecie vane Fem relate t $150,222 $95,488 
Accounts receivable irs sclesisste sus sv seis asp eres 88,716 162,908 
Bills receivable and collection items...........+- 133,550 134,207 
Inventories of grain, flour, bran, etc...........-. 580,255 717,005 
QUICK ASSETS ija0c os ceiaistes pbislewidies dedisiee's to PO52 743 ek Pl LOO OOS 
Due banks:and brokers. <4... +0466400%sscee so $866,400 $1,050,500 
Accounts payable sas tec steewere w aeaieele Siar e 44,969 23,997 
CURRENT LIABILITIES <5 0050 0s t000cese0055 911,309 $1,074,407 
Excess “quick: assetsie os st<1e1de vein eides sis eacaecstmAls 374: 35,111 
Plant and equipment..... Reale Me eed os eee 783,891 806,590 
OPAL C6. 0 oo. 0 hc8' Sib ake 6 Suers sas ace ecles ee denn pols. 205 $841,701 
PINET CORE: DOUGUS c/clenlavaioree wreiaieie's Mataciars Ahr 250,000 250,000 
INETW ORTH 25 c'efoa vee Gre sen eceee® diab. dee we P57 5,205 $591,701 
Capital stock... cmwiess eae Se aewnete es BM 600,000 600,000 
CAPITAL IMPATIRMENT...< 6culs'c ceccwcssconccss $24,735 $8,299 


INcoME ACCOUNT OF THE ‘A’ FLouR MiLLtInc CoMPANY FOR THE 
YEAR ENDED 12-31-23 


DEBIT 


Inventory January Ist.. $580,255 
Purchases... - 3,002,361 


es 


PLOTALs cw else tbe she 63,562,010 


Costiof salesinc%...c.cce0% $2,865,611 
Salaries, interest, ad- 
vertising and general 


operating expenses... 341,294 
Depreciation.......... 24,680 
Bad debts...... i aie, Osa" 6,652 
Miscellaneous. ........ 10,437 
Net profit...... alietivets 16,436 


‘LOTAL an se octar eee Po 205,110 


CREDIT 
Inventory 12-31..... $717,005 
Cost.ot salessi oer 2,865,611 


TOTAL. ..........$3,582,616 


Net sales...........$3,148,482 


Allother income..... 116,628 


ToOranisusaewere $3,265,110 
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come should be ascertained and also whether any portion of the op- 
erating expense was incurred in obtaining it. 

A comparatively small sum was charged to depreciation on the mill 
and equipment. This may be due to the fact that the plant is new. A 
comparatively small amount was charged off for bad debts also, but 
a comparison of receivables with sales indicates that only about 34 
days’ sales are outstanding. This is quite an acceptable showing. 

The situation with regard to this company may be summarized by 
saying that it is seriously undercapitalized — a condition which the 
owners should remedy by paying in additional capital or, at least, by 
leaving in the business such profits as may be earned. Since the mill 
has little direct control over its gross profits, except by the judicious 
purchases of its grain, efforts of the management should be directed 
to curtailing expenses and increasing volume. 


The business of the ‘B’ Flour Milling Company appears to be in 


BALANCE SHEET OF THE ‘B’ FLouR MILLING COMPANY 
AS OF JUNE 30, 1923 


Gash. a2 time $133,141 DMuesbanksy-2 ate see $109,150 
Accounts and notes re- Accounts payable..... 12,567 
CEIVADIER + a2.615 acest = 253,268 Accrued accounts..... 6,316 
TRVENEOLY Ws sissies ele’ ao: 55,270 
Quick ASSETS...,....$441,679 CurRENT LIaBIL- 
TIVES Ney tees eee $128,033 
Mill, machinery, etc..... 365,842 Depreciation reserve.. 54,251 
Tora ASSETS. ....... $807,521 Tota. LIABILITIES. .$182,284 


Net worth........... 625,237 


TOTAL oss cs 000s 25074521 


good condition, if we may judge from its statement. Receivables 
very greatly exceed inventory, but this is explained in part by the 
date of the statement, June 30, 1923. The statement is rendered just 
before the new crop of wheat will be harvested, and of course the in- 
ventories of the old crop should be used up before the new grain 
comes on the market. As a matter of fact, the inventory at state- 
ment date should consist almost entirely of flour, bran, and shorts. 

Receivables appear to be too large. Since no sales figures are pro- 
vided, we are unable to reach a definite conclusion concerning them. 

Attention is called to the strong cash position. Cash exceeds total 
current liabilities. The current position of the company is exception- 
ally good, as it should be as of statement date. 
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Current borrowings are mainly from banks, as they should be ina 
business which pays cash for its raw materials. 

The plant and equipment are free of indebtedness. 

In short, the business appears to be in a sound condition. The 
banker should ask for some information concerning the liquidity of 
the receivables, however. Monthly sales figures would answer his 
purpose. 


The harness and saddlery business: Comparative statements of the 
‘A’ Harness and Saddlery Manufacturing Company are given below. 
Receivables exceed inventory in the 1922 statement by more than 
50 per cent, although as of statement date collections should have 
been fairly well in hand. The 1922 season was reasonably favorable 
to the agricultural interests of the state, and many carry-over lines 
of credit from past seasons should have been closed out or materially 
reduced. Observe the large amount of notes receivable, of which 
more than $28,000 are past due. Since merchandise is usually not 
sold on a note basis, we must conclude, in the absence of an expla- 
nation, that the notes receivable represent accounts which have 
been closed out. The large amount of receivables is responsible for 
the business having to rely heavily on creditors, who have two 
thirds as much invested in the concern as the owners. 

Nearly half of what the owners have invested is represented by 
plant and equipment which would be of uncertain value in the event of 
liquidation of the business. Note also the weak cash position in the 
1922 statement, as evidenced by the nominal cash on hand, the large 
overdraft and the checks outstanding. The company was badly ex- 
tended on October 31, 1922. 

Now let us turn to the 1923 statement. Here we find a very great 
improvement. Current liabilities have been reduced by about $115,- 
000, which brings them to a much more reasonable amount in com- 
parison with the net worth of the business. Practically the entire re- 
duction in current liabilities is accounted for by the reduction of 
bank debt. The current ratio is much improved. 

Apparently the decrease in current liabilities is mainly traceable 
to the decrease in notes receivable which amounted to more than 
$100,000. If we knew that the concern had been so fortunate in its 
collections as to derive $100,000 from what had been its slow ac- 
counts, we should have cause for exceptional confidence in the man- 
agement. It is probable, however, that the company did not ac- 
tually collect $100,000 of its notes receivable. Then how did it ac- 
complish that great reduction in its indebtedness to banks? It is 
possible that the banks were called upon to take a substantial loss, 
receivables of the company being assigned to them; for the 1922 state- 
ment ‘indicated that some sort of an arrangement would probably 
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BALANCE SHEET OF THE 
‘A’ HARNESS AND SADDLERY MANUFACTURING CoMPANY 

10-31-22 10-31-23 
OD ES RRS ERS g eo Ne eg a $210 $3,416 
Accounts receivable........... Tatatid acete ans as oes 111,285 106,941 
PHOLESIPECEIV ADI E, rile cicon.. ssn dinies wesc bk eee ee 122,598" 20,557 
ISLES CELE TUE VETS aS SY gh ce 147,817 128,561 
SO emg tick assetar aan orcs os aire cca 225 1,000 
PICICRGAGSHTS CGhtsaa cota s kee cae aes $382,135 $260,475 
Plant and equipment.............. east as 123,429 96,264 
PEOTAT, WASSE TSS kis cescreie a0 sissies aah bios ew clewe. ee $505,564 $356,739 
Paces UC DANKE occ ens.5 9 vise sere Mae ae s wee heel « $175,000 $75,898 

Bera Tales rae eke coe pate cian elses aie nianenaieie 12,882 

OHECKSOUEStANMING S. cues te sweats eee eos 5,441 
ACCOMP ADAYA DIGG ca cs Petes eo ee eee 10,484 12,582 

Weer curren Glia btieds c wa eae eases Paete ov 1,171 
CURRENT LIABILITIES), 2 9 cissiiie ciate loans ere. ccv-e $204,978 $88,480 
SEADICAL CLOCK, essa Os ee Tee ee Ae Ras 260,000 260,000 
RS FIDELIS Mereratchotniveiasa) k’c)o e-o-asee sti 8 Oia, e 028 Teele 40,500 8,259 
SPOPAT LAPABIEITIES 3 :5.a eiereisists Siang arolsieate thos $505,564 $356,739 


* $28,221 past due. 


have to be made with the banks in regard to the debts due them. It 
is also possible that the stockholders or some outside interests ab- 
sorbed the loss in the notes receivable by paying in new capital, the 
proceeds of which were used to retire current indebtedness. Perhaps 
the actual fact was a combination of a loss taken by the banks, new 
capital paid in by the stockholders or outside parties, and some col- 
lections. In any event, before extending the company credit, we 
should know just what happened after the 1922 statement was ren- 
dered and whether there was a change in management. 


Comparative statements of the ‘B’ Harness and Saddlery Man- 
ufacturing Company appear on page 298. The company should be, 
and is, in a liquid condition as of statement date, May 31st. The 
1923 statement shows a current ratio of more than two for one and a 
satisfactory proportion of indebtedness to net worth. 

The thought suggests itself, however, that possibly the business 
has not reduced its current indebtedness as much as it should have 
been reduced as of statement date. We should be in a better posi- 
tion to check this point if a sales figure were available. If current 
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‘ 
BALANCE SHEET OF THE 
‘B’ HARNESS AND SADDLERY MANUFACTURING COMPANY 


5-31-22 5-31-23 

GBS. aie w bles craters 5 itera oie eih loa mple aot veneeaia $6,079 $3,526 
Accounts recelvabless.< «> ssicinss scaelsld plese ane 111,018 77,780 
Notes FeCelvaDlens tris e £ ries sis.otsises si ates choise 16,939 6,555 
Merchandise:on! hanGitrcciees cs cass asdas ss 395,069 421,346 
QUICKHASSETS sciacstavalersraiers| orsivierais islets <ueyeie ore $529,105 $509,207 
Sundry slow assets, mainly machinery......... 23,402 81,436 
Tota ASSETS..... Giglsigia chee alk stad Siew e1d's «erate $552,507 $590,643 
Notesto (Batikse.c oc cmlenciercd sels e eee wie $61,500 $130,500 
Notes to officers and stockholders............. 50,844 29,710 
Accounts»payableg. = v.casougee tle ates wiaheraesaterara 49,162 44,627 
A CELUGH) LECTIS aot cxsis(oieald sont» ets laret  aeriaate omcaratare 3,750 5,534 
CURRENT LIABILITIES pe od calsiesoia oss sielate's $165,256 $210,371 
Gapitalistoclts sts. cere sree c's ayeste shoes semions a str 150,000 350,000 
SOG aL a acters Any OOSE SOMOS COCCI CTI 237,251 30,272 
PLOPAL MTABILITIES 9s Gp stot sale se alela’ c'ase) Satara $552,507 $590,643 


liabilities are somewhat high as of statement date, the fault could 
hardly be attributed to poor collections, for receivables appear to be 
very low. Inventory, however, may be too high. It exceeds the net 
worth. 

A comparison of the two statements reveals several interesting 
facts: 

(a) During the year a stock dividend was apparently declared 
and paid in the amount of $200,000, for capital stock has increased 
by that amount and surplus decreased correspondingly. 

(b) In spite of an increase of $45,000 in current liabilities, quick 
assets actually decreased $20,000. This $65,000 is accounted for to 
the extent of $58,000 by an increase in fixed assets and to the extent 
of the remainder by a loss. There has thus been a transference of 
liquid capital into fixed capital. Ordinarily such an operation is to be 
frowned upon when the liquid capital so transferred is represented by 
short-time borrowings, as it is in part in this case. 

(c) As a whole, however, the showing made by the statements is 
satisfactory. Even though inventory may be rather heavy, it no 
doubt mainly represents goods which are readily salable. Thus the 
company would merely have to decrease its purchases for a time to 
bring the inventory into a more normal position. 
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The cotton merchant and exporter: The statement of the ‘A’ Cot- 
ton Company, on page 300, is rendered as of October 15th at 
which time we would normally expect the company to be carrying 
a considerable stock of cotton and to be borrowing a substantial 
sum of money, inasmuch as October 15th is well into the cotton mar- 
keting season. The statement shows the concern to be carrying 2300 
bales of cotton valued at a little over $269,000, or at $115 per bale 
or 23 cents per pound. This figure would check closely with the spot 
quotation as of about the date of the statement. It is important to 
know to what extent the company has the cotton hedged, and since 
the statement does not throw any light upon that point, it would be 
incumbent upon the banker to obtain the information before enter- 
ing into a commitment for a line of credit. 

The company is carrying cash on hand equal to nearly 20 per cent 
of the total current liabilities. 

Attention is called to the small item of ‘ Differences in final and pro- 
visional invoices’ amounting to a little over $1600. Often in the case 
of call purchases by a foreign importer, the cotton will be shipped 
out before the importer has actually made his call. Inasmuch as 
the final price to be paid for the cotton cannot be fixed until the cot- 
ton is actually called, it is necessary that the merchant draw a draft 
for a provisional amount. It is understood in these cases that when 
the call is made, any difference between the call price and the price 
at which the cotton is actually billed will be adjusted. For example, 
if a foreign importer has contracted to buy cotton at 200 on March 
and if shipments are to be made by November Ist; then if no call has 
in the meantime been made, the merchant, at the time of making 
each shipment, will draw on the importer at 200 on the then-existing 
quotation for March, subject to adjustment on the basis of the 
March quotation at the date call is made. Should the adjustment 
be in favor of the merchant, he would show the amount due him 
as a receivable under some such caption as that appearing in the 
statement of the ‘A’ Cotton Company. 

Attention is called to the very heavy current indebtedness relative 
to the net worth. Current indebtedness is almost five times the net 
worth. As already pointed out, however, the cotton merchant, dur- 
ing the fall and winter months, is ordinarily borrowing very heavily 
in order to meet his urgent need of capital to finance his operations. 
It will be noticed that notes payable to banks do not appear among 
the current liabilities. Instead, there are the items ‘cotton accept- 
ances payable’ and ‘cotton drafts unaccepted.’ This company ap- 
parently pursues the practice of accepting drafts drawn upon it by 
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‘ 
BALANCE SHEET OF THE 
‘A’ Corron CoMPANY AS OF 10-15-23 


Cashin its av. paunanaietttir $45,022 


Differences in final and 


provisional invoices... 1,613 
Accounts receivable..... 2,117 
Cotton (2300 bales)..... 269,415 
Patches: ard sere oes tite sake 2,459 


Quick ASSETS,.......$320,626 


Other assetS.....6++22- 4,304 


_TotaL ASSETS... .$324,930 


Acceptances payable. 


BALANCE SHEET OF THE 
‘B’ Corton CoMPANY AS OF 7-31-23 


LOIS) ye argh aires Gaara $209,254 
Joint account with ‘M’& 
(COMPANY sec Nos os baie 26,470 


Accounts receivable..... 8,210 
Bills receivable......... 8,000 
Cotton (222 bales)...... 31,304 


Quick ASSETS........$283,239 


Other assets. ... 0.05.85 


TotaL ASSETS.......$287,654 


4,415 


(XG1O' B/C ) nae Backs $200,620 
Unaccepted drafts 
(GOT 7 GYor eee rece 41,044 
Accounts payable..... 4,539 
Other current... 2.003 154 
CURRENT Lia- 
BILIGIES Does . » - $246,357 
Accrued losses: 
On open hedges..... 6,847 
On undelivered sales. 19,677 
TotTaL ACCRUED 
LOSSES#. so ereas $26,524 
Capitalatock cna cee 50,000 
UU pS ae amore Ere Fae 
Tota LIABILI- 
TIES aware «+ »«-$324,931 
Due to banks..... sso ee-e «NONE 


Accounts payable..... $25,630 


CurRENT Lta- 


BILITVIES?... eee $25,630 
Capital. . .$297,100 
Less im- 
pair- 
ment... 35,076 262,024 


Toray LiaBILI- 
TIES. 0 ccs saves $207,054 
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local buyers, local supply merchants, and its own purchasing agents in 
the interior towns, the bank advancing funds against the acceptances 
with which the debts due the sellers of the cotton in the interior 
towns are liquidated. Inasmuch as most of these drafts will be drawn 
payable on demand, it will be’seen that the drawers are released 
when the drafts are accepted (instead of paid) by the merchant. 
When a bank consents to finance a cotton merchant on the basis of 
his accepted demand drafts, it usually charges such drafts to a bill 
of exchange account carried in the name of the merchant. The ac- 
count is ultimately liquidated by means of the credits arising from 
drafts drawn by the merchant on the purchasers of cotton from him. 
Bill of exchange accounts are very active. 

The item of ‘cotton drafts unaccepted’ represents very recent cot- 
ton shipments to the merchant, against which the drafts have prob- 
ably come into the merchant’s bank but have not yet been accepted 
by him. 

Losses sustained as of statement date amount to more than half 
the capital stock. The company would appear to be borrowing too 
heavily, and the banks should therefore look well to their margins. 


The statement of the ‘B’ Cotton Company, on page 300, is ren- 
dered in the late summer, when the cotton merchant should ordinarily 
have wound up his past season’s operations and before he should re- 
quire credit for the forthcoming season. Therefore, the borrower’s 
affairs should be in a very liquid condition. Liabilities should be 
nominal; cotton stocks should be low; and cash and other very liq- 
uid assets should be high in amount. The proportion of indebted- 
ness to net worth should be low. Expectations in these respects are 
met by the statement of the subject company. 

Observe the substantial impairment of capital amounting to over 
12 per cent. This would lead us to inquire whether the company has 
been playing the market open by carrying stocks of cotton unpro- 
tected by hedges. 


The distribution of farm implements: The statements of the ‘A’ 
Implement Company on page 302 show the company to be un- 
dercapitalized. In the 1923 statement, the investment of the owners 
is not sufficient to carry the merchandise. Current indebtedness is 
only $21,000 less than the net worth, indicating that the creditors 
have nearly as much invested in the business as the owners them- 
selves. The current ratio is 1.7 to 1, hardly high enough for a busi- 
ness with as slow a turnover as this, with such long terms of sale, and 
with a demand subject to all the hazards of agriculture. During the 
year ended December 31, 1923, the company lost $2500. Quick as- 
sets decreased $4000, but current liabilities increased $21,000. The 
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BALANCE SHEET OF THE ‘A’ IMPLEMENT COMPANY 


12-31-22 12-31-23 

CASH icitve nore c Olsuec caters aeinterd abod sa suelo” ata rset tere $23,980 $17,781 
Accounts receivable ji te\. sisie ate. sraleu wise) <imialyia!= 24,881 30,426 
Notes receivable: oct < ull 1c lp itb ayes otate me santa oka 38,030 23,239 
Merchandise inventory ..........+¢ A alstendhalecicore 138,027 149,210 
QUICKPASSETS Huy ean sara lass) aver alla air i $224,918 $220,656 
Iceasehold improvements... +s sss slesics ess 26,923 49,225 
TOTAL ASSETS cn2.<s 00 semi 5's) diata. disse aioe eran $251,841 $269,881 
Notes:duesbaaks, oalgas.a« steve vis ae oivischei pis awe! oir $100,000 $95,000 
Notes due‘for merchandise... <..2s.50s00+04. 3,124 
Accounts payables snc. ves siies 0 ae sie aman « on Misi 3,313 20,505 
IAccrued-aCcounts. snag atic ee oe ols Sales ate cae iees 913 6,088 
CURRENT IABILATIES ayes faysietclevaleaielelorslsforals $104,226 $124,717 
CapitalvstoGks raw saleeese ales ale was ehels Win wl wralatarere 135,000 135,000 
SUED LUSsmrccel ois, oisiwiale «aie slew .are eis pwarcie aan enpyeets 12,615 10,164 
hO PATHLTABILITIESS sts lchere¥e (alate erie eres: discon va $251,841 $269,881 


decrease in quick and increase in current are accounted for to the ex- 
tent of $2500 by the loss in operations, but the great bulk of it, or 
$23,000, is accounted for by an increase in leasehold improvements. 
Thus, the company has used funds obtained, directly or indirectly, 
from current creditors to finance the construction of certain lease- 
hold improvements, a fixed asset. In the light of the already under- 
capitalized condition of the company as reflected by the 1922 state- 
ment, such a use of liquid capital was improper. Moreover, it would 
appear that owing to the nature of the business and the size of 
the capital investment, the company has too much invested in lease- 
hold improvements. This item amounts to about 34 per cent of the 
company’s net worth. 

Attention is directed to the fact that receivables appear to be 
very reasonable in amount in proportion to inventory carried. Of 
course, at statement date inventory would normally be high. The 
inquiry as to whether the company has sold any of its receivables 
would be pertinent. No contingent liability is shown, however. 


The statement of a company in very good condition appears on 
page 303. One evidence of the fact that the ‘B’ Implement Company 
is in good condition is the current ratio which stands at better than 
2.3 to 1. Moreover, the total indebtedness is considerably less than 
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50 per cent of the net worth. In contrast with the ‘A’ company, this 
company has not only enough capital to carry its entire inventory, 
but also enough to carry its building and equipment and a part of its 
receivables. It apparently practices the theory that the owners of a 
mercantile business should ordinarily supply the capital necessary to 
care for the fixed assets and also enough to provide the permanent 
working capital (the inventory necessary to run the business and care 
for the ordinary demand), calling upon creditors only for assistance 
in carrying receivables to collection and to care for the seasonal in- 
crease in inventory. This company has more than enough receiv- 
ables and cash to pay off every dollar it owes without disturbing its 
investment in inventory. 

Receivables exceed merchandise, which is to be expected, particu- 


BALANCE SHEET OFTHE ‘B’ IMPLEMENT COMPANY 


7-31-24 
Pas yrs eae cet siawacee esteem mute catalareie ster Gaels ne PLO' 500 
PACHOLINTS ANG NOLES PAVADICS «se cece csie cd caewsc hessbecelesec 230,476 
Merchandise inventory....... UaSeclese ea ees eeee SB creat 205,477 
Quick ASSETS..... SOUR Otis AOR ee aha vata joie (ote oe $446,453 
Notes mayaple fo Danks ascot. 2 ais Maas 5 0's be oeisia gue aleve ais cans $110,000 
Wiles aden sows COMpany.g CHICAGO wrecsa «oa trv sieve <aiale use pie, 77,058 
PNOMETER TIAVADICN cra cata t sd Ecce calccale Sine as dere be keine ees 7,034 
CURRENT EIABIDITIESS Foi. ors 8's ciclsieias Acar hayeiesiarw tiers bie'eee aie PIOALOG2 
INE TAVCORKING CAPITAL, « seaata oelcle tastier eletere'.s Ripalele suite 6252) 300 
Building and equipment.......... ay otaiiste Wide sehe ele tetas eet 2tO;062 
SP OTAU ates stdin sias AACE Ae COC Ie PT rer $462,423 
Prd rot lier: lia Dili iesirscrs ora« cide, ove» 51512 r0:0' sre} 6:0\lWieie.euetee.0. 0.01 sie.e 
Net WorTH.......... Sere asa is AA oher es SOOO ROP OU Oe $462,423 
Gapital-stock-rivecsqleiciele “ini4 = nesses I sinte viateteeter eset $200,000 
Surplus sac. ha Bie lsreusreiettezer ayes Norse ote Dae gals dois Ai 02 423 
INIT WVORTH® seictera vis's'os sc’ vie cisle| violets Cis ve's'e cle wia'eleie ms. siai~ $462,423 


larly at the date of the statement. No doubt a large part of the sales 
are made on long time, settlement being made by note. 

The company does its financing through banks and its parent com- 
pany, located in Chicago. It is apparently a subsidiary corporation 
of the Chicago concern. It might therefore be advisable to know 
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something about the financial condition of the parent owing to the 
fact that it probably controls the local company. 

Attention is called to the large surplus, which is over 30 per cent 
in excess of the capital stock. If this surplus has been accumulated 
out of earnings, it is fine testimony to the ability of the management 
— especially since the past few years in this state have not been very 
happy ones for the farm implement trade. 


The wholesale grocery trade: On pages 306, 307 are given financial 
statements of the ‘A’ Wholesale Grocery Company and the ‘B’ 
Wholesale Grocery Company. The ‘A’ company appears to be in 
satisfactory condition. It has $2.50 of quick assets for every dollar 
of current liabilities. This is better than the average. At the end of 
the year, however, the current ratio would normally be favorable. 
The Robert Morris Associates have made up a composite statement 
from 108 wholesale grocery statements, all dated December 31, 1923, 
and the current ratio revealed by the composite statement is only 
2.08 to I.t 

The company turned its stock during the year more than seven 
times which is also better than the average. Receivables outstand- 
ing at statement date aggregate less than 30 days’ sales, indicating 
that the credit policies of the company are sound and its collections 
good. 

The current indebtedness is less than 50 per cent of the net worth. 
The company is conservative in its use of borrowed capital. 

The profit and loss account shows a gross profit of 14 per cent of 
sales which is from 2 to 3 per cent above the average figure reported 
by the Bureau of Business Research of Harvard as a result of an ex- 
tensive survey made in 1922. Total expense is about 10 per cent of 
sales which is somewhat less than the average figure reported by the 
Harvard Bureau and indicates a net profit of more than 4 per cent, a 
figure which is exceptionally high and speaks well of the manage- 
ment of the business. 

In short, this company is in a very liquid condition, pursues sound 
business policies and would be a very attractive risk for any bank. 
A line of credit up to $80,000 might be freely granted. 


The statement of the ‘B’ company is an interesting contrast with 
the statement which we have just considered. The current ratio is 
only 1.5 to 1 as compared with 2.5 to 1 in the case of the ‘A’ company. 
Note the heavy proportion of indebtedness to net worth — current 
indebtedness is practically one and one half times the net worth, 
indicating that creditors have almost half as much more at stake in 
the business than the owners. The owners of the ‘A’ company, how- 


1 Bulletin of the Robert Morris Associates, June, 1924, page 25. 
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ever, have more than twice as much invested as the creditors. The 
‘B’ company is seriously undercapitalized. We find the cause of this 
condition in the fact that its collections have been very poor. As of 
statement date, when the full benefit of the fall liquidating period 
should have been felt, receivables aggregated more than two and one 
half months’ sales. The ‘A’ company had less than 30 days’ sales out- 
standing at statement date. Attention is called to the large amount 
of bills receivable, indicating that a large number of accounts were 
closed out by note in the preceding fal! owing to the inability of the 
debtors to pay. Under normal conditions, as of statement date re- 
ceivables should not amount to much more than $200,000. Could 
the receivables in excess of $200,000 be collected, the company could 
dispense with over $220,000 of borrowed capital, thus reducing total 
current liabilities from $496,000 to $276,000 and raising the current 
ratio from 1.5 to 1 to almost 2 tor. The proportion of current in- 
debtedness to net worth would be reduced from 148 per cent to about 
80 per cent. 

During the year, gross profit amounted to 9.7 per cent of sales and 
is somewhat below normal. Expenses amounted to 11.3 per cent of 
sales and are slightly above normal. Thus, through competitive con- 
ditions or through an unwise merchandising policy, the company is 
not receiving the gross profit it should, while at the same time it is 
not restricting the expense of conducting business to correspond 
with its lessened margin of gross profit. It is therefore clear that 
on the basis of the gross profit and expense percentages just given 
the company is operating, probably, on an unprofitable basis, as 
far as the grocery end of the business alone is concerned. The income 
account shows a net profit for the year of about $20,000, but in- 
come from sources other than the grocery operations amounted to 
nearly $54,000 — made up principally of interest on receivables and 
the net profit from cotton dealings. 

The company is turning its merchandise at about the same rate as 
the ‘A’ company. 

The two outstanding unfavorable features of this company’s po- 
sition are: first, too much of the capital in use is borrowed because of 
the frozen condition of a large amount of the receivables; second, the 
gross profit is too small. It is remarkable that banks would, under 
the circumstances, have permitted this company to run up its bank 
lines to $321,000 which is only a little less than the entire net worth. 


The wholesale hardware trade: Comparative balance sheets of the 
‘A’ Wholesale Hardware Company and the ‘B’ Wholesale Hardware 
Company appear on page 309. The ‘A’ company is in excellent condi- 
tion and is apparently well managed. The indicated inventory turn- 
over of three and a half times a year is satisfactory. The receivables 
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‘ 
BALANCE SHEET OF THE ‘A’ WHOLESALE GROCERY COMPANY 
AS OF 12-31-23 


Gashiwesis assum tcowee $5,114 
Notes and acceptances re- 

ceivable (customers)... 843 
Accounts receivable 

(CUBEOIIETS) Ju. oterete De 61,463 
Merchandise........... 104,945 


Quick AsSsETS........$172,365 


Real estate and buildings. 50,544 
Machinery, fixtures, etc.. 2,995 
Delivery equipment..... 3,120 

TotTau ASSETS........ $229,024 


Notes payable..... .++ $51,000 

Accounts payable for 
merchandise...... ean P125504 

Tax reserve..... s0é ave SLOG 


CurRRENT LIABILI- 


TIES Sy sec eee $68,790 
Mortgage on building.. 13,020 
Capital stocks 22 oma. 100,000 
Surplus .scae hee aee 47,214 


ToraL LIABILITIES. .$229,024 


INcoME ACCOUNT OF THE ‘A’ WHOLESALE GROCERY COMPANY 
FOR YEAR ENDING 12-31-23 


Merchandise on hand I-I-23....... 
Merchandise purchased............ 
POTALM scr vee Fee aie Soe 


Less Merchandise on hand 12-21-23 


Net Cost or MERCHANDISE SOLD 


Net cost merchandise 


Interest & discount paid 3,737 
Salaries paid to officers.. 15,625 
FLAKES icis area ave olevacag cietece 3,235 
Other expenses......... 55,606 
Depreciation charged off 3,409 
Bad debts charged off... 4,267 
Discounts allowed....... 5,729° 
Net iprohite, cast 9c eee 40,712 


ToraL DEBITS........$865,483 


tesa (a ardoeseinbe Rte dvcyeyare @rnet $113,735 
= shapatetata = afeis sce ose eae 724,373 


Sev om abaeesieu POO OS 


sateaes Seaseccvsscedues 20L,045 
Watietevarew te eeccncccsccess 733,103 
(Gross saleg.-acsce see $847,484 


Cash discounts on mer- 
chandise purchased.. 10,199 
Other income......... 7,800 


_ TotaL CREDITS.....$865,483 


iro 


ae) Fer re g 
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BALANCE SHEET OF THE ‘B’ WHOLESALE GROCERY COMPANY » 
AS OF 2-29-24 


CEST SRE OS NS $34,742 
Notes and acceptances re- 


ceivable (customers)... 176,658 
Accounts receivable..... 255,042 
Merchandise or materials 

per inventory......... 273,314 
Advances on cotton..... 24,864 


Quick AsSsETs........$765,220 


Real estate....... Sesvonse 100.030 
RPSEDEIT:OS 3. > is civ, 3 \ein)aieie x eter 6,225 
Delivery equipment..... 8,055 
Other assets ........... 8,431 


Tora ASSETS........ $848,861 


Notes payable......... $321,000 
Notes payable to 

OLHETSS. shee ae ae 68,000 
Accounts payable for 

merchandise........ 4,398 
Deposits of customers.. 38,090 
Receivables discounted. 64,891 

CurRENT LIABILI- 

TIES ieee ome ees £496,379 

Due stockholders. ..... 15,578 
Reserve for depreciation 515 
Capital'stock:. 02.2. .<; 270,000 
WUCPIUS ce ase 66,389 


; Toray LIABILITIES. .$848,861 


INCOME ACCOUNT OF THE ‘B’ WHOLESALE GROCERY COMPANY 
FOR YEAR ENDING 2-29-24 


Merchandise om hand\2—28-233) es sees 6 os sie clatate oe sin dis $301,516 
Merchandise purchased..........-- Oe Oe ere eee 1,835,251 
JROPU RE eae satiate Ne ais siotele wer orev Giapmresalarel erate sie ly $2,136,767 
Less merchandise on hand per inventory.......... eae sees me heh 
Net Cost oF MERCHANDISE...... Bias Goat cw sive aaleis ae eno lsOOSiASS 


Net cost of merchandise 


SCC: noes Neos oe ants $1,863,453 
Interest and discount... 44,661 
Salaries and labor...... 61,653 
Taxes and license...... 16,405 
Other expenses....... 82,602 
Depreciation charged off 8,755 
Bad debts charged off.. 21,036 
INGE PrOlitie aos ccc © 19,781 


_ Tora DEBITs....... $2,118,346 


Gross sales......... $2,064,629 
Interest on notes.... 30,578 
Dividends.......... 1,079 


Cotton department. . 


ToraL CRreEpITS...$2,118,346 
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represent considerably less than 60 days’ sales, which is also satis- 
factory. Receivables in this line of business should always be sub- 
stantially less than inventory on account of the fact that they turn 
much more rapidly than inventory. In the present case, receivables 
are less than half the merchandise on hand. 

The company is carrying more than $33,000 in bills receivable and 
this item is probably a slow asset, because notes are usually not taken 
by the wholesaler except to close out delinquent accounts. It would 
therefore seem that some of the company’s customers have been un- 
able to settle their accounts. They are no doubt country merchants 
who have been adversely affected by the crops produced in their com- 
munities. 

The current ratio is about five to one, and this of course is very 
good because it indicates that the company operates conservatively. 
Its own stockholders provide the greater proportion of its working 
capital. It is true, however, that as of the date of the statement the 
company should be in its most liquid condition, because both receiv- 
ables and inventory are ordinarily lowest at the end of the year. 

The ‘B’ company is about as large as the ‘A’ company, and their 
statements are rendered as of the same date. The statement of the 
‘B’ company, however, makes a much less favorable showing 
than that of the ‘A’ company. It is true that the current ratio is 
more than two for one, and the fact that the general showing of the 
statement would not cause one necessarily to question the company’s ~ 
solvency might justify the opinion that the company is an acceptable 
credit risk. There are certain points with reference to the statement, 
however, which the banker should regard as unfavorable and con- 
cerning which he should advise the management. 

In the first place, the company is carrying forward into the new 
year a line of $225,000, a sum substantially in excess of two thirds of 
the entire net worth. With practically the same amount of quick as- 
sets as the ‘A’ company just discussed, the ‘B’ company has current 
liabilities nearly two and one half times those of the ‘A’ company 
and its capital investment is nearly 33 per cent less than that of the 
‘A’ company. These facts would make it a less desirable credit risk. 

Receivables are too heavy, and attention is called particularly to 
the very large amount of bills receivable, no doubt representing de- 
linquent accounts closed out by note. The bank should require a com- 
plete analysis of this asset. Taken together, the accounts and bills 
receivable amount to about three months’ sales, whereas, at state- 
ment date, they should not amount to more than 60 days’ sales, if the 
company is functioning properly. The reader should compare the 
showing made in this regard by the ‘A’ company. 

Inventory is being turned only slightly more than twice a year, 
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CoMPARISON OF BALANCE SHEETS oF ‘A’ AND ‘B’ WHOLESALE 
HARDWARE COMPANIES 


‘ A , . ‘ B ’ 
12-31-23 I2-31-23 

Cachwerent reat sot eee Ae $20,793 $8,028 
ACCOUNTS TecElVvables =e eoceuaiee se aals ss 120,517 137,765 
illswreceryable: snr seiios «6S blake os 33,287 102,560 
WMerchandisece as ohana et ake a8 339,668 266,194 
Other quick assets: sacs ees cake tac este 1,036 

OUICKCASSETS fact cree ecn canteen ee $514,265 $515,583 
Bills payable (banks)... =. is. 00< ess. $71,000 $224,500 
Sfadetacceprances., ack Ge secea eek. sees 2,677 405 
Wecountspayablewass ak es nese eel 17,354 6,602 
NGCrneHMteIS nea ane herrea osinute sowie 15,021 

CURRENT LIABILITIES............. $106,052 $231,507 
INGE worker Capital ns :ca sas oe ena e oe $408,213 $284,076 
Fixed and slow assets...............0- 60,328 29,669 

NIETO WOR TH. lens cteate cine creo Sieve widvals $468,541 $313,745 
Sea PLEA ara tsiaho ars Stites: celeis ae: oreiw ore" Foo.  Lhtspyelore) $250,000 

RELOS Oct th cee ease Sees iF cones $49,541 $63,745 
SHIR: Santali ea SR ese AnaEse $1,486,048 $724,650* 
Ne profith ater esa tress ses reas not stated 1,390 — loss 
CirrenPuRAtiO wag sree ek saiwle ee os Foe omens SREOLE 2 -25COuk 
WDE tr COAWOLE ool ea sheieeuls sic vais ods AOLLOL 23% 74% 


* Cost of sales — $582,716. 


and this is figured on the end of the year inventory which should be 
somewhat smaller than the average annual inventory. The ‘A’ com- 
pany had a turnover of nearly three and one half times, if we assume 
gross profit to have been 20 per cent of sales. 

In short, it would seem that, owing to poor collections and the car- 
rying of a larger inventory than the volume of business warrants, a 
part of the substantial bank lines has become ‘frozen.’ Receivables 
should properly be only about two thirds their present amount, and 
if the inventory were reduced to an amount to permit it to turn three 
times a year, the company could realize capital amounting in the ag- 
gregate to about $150,000, or enough to pay off all but about $82,000 
of the current liabilities. It is therefore evident from this analysis 
that the company is paying a penalty in the form of a heavy interest 
charge for its lax credit and collection policies and for its lack of en- 
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‘ 
ergy in pushing its merchandise. The interest charge at seven per 
cent on $150,000 would amount to more than $10,000 a year. It is 
interesting at this point to note that the company actually operated 
at a loss during the year. 


The hay, feed, and grain business: As indicated by its statement the 
cash position of the ‘A’ Wholesale Hay, Feed, and Grain Company 
is strong. Cash plus receivables (probably, for the most part, drafts) 
is almost enough to retire total current indebtedness. This is some- 
what unusual for the time of year when the statement is rendered. 
Ordinarily at that time demands upon creditors would be heavy and 
cash somewhat low. 

Inventory is by far the largest single item in the statement. No 
physical quantity figures are furnished, consequently, we have no 
way of telling whether this inventory valuation is in line with the 
market, and since the statement would not come to us until some 
time after the figures were actually made up, we should be interested 
in knowing what the market had done since the date of the statement. 
If the course of the market had been downward and if the inventory 
at statement date was heavy, as it appears to be in this case, we should 
ask what the effect of the downward trend had been upon the com- 
pany under consideration. 

Notes receivable are negligible in amount as they should be in a 
business of this kind. 

Practically all of the current liabilities are in the form of notes due 
to banks. This is proper, for the business purchases little or nothing 
on open account. The dealer is called upon to honor sight drafts and 
he generally settles by means of a check drawn against his line of 
credit at the bank. 

The current ratio is nearly three for one, unusually high, one 
would think, for that season of the year when the concern would 
normally be depending very heavily upon the bank for assistance. 
This company, however, finances most of its operations with its own 
capital. 

There is a heavy investment in buildings and machinery, probably 
representing elevators, corn or feed mills, or, possibly also, a flour 
mill. The concern may manufacture some feedstuffs and sell them 
under its copyrighted brands. 

Current indebtedness is very small in proportion to net worth, es- 
pecially so when due weight is given to the concern’s strong cash po- 
sition. But it is interesting to note that the business has suflered 
some very heavy losses in the past, for capital stock is impaired to 
the extent of $54,000 or 18 per cent. The question might arise as to 
whether the company had been speculating in grain or whether the 
losses accrued from the normal operations of the business. As in the 
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BALANCE SHEET OF THE ‘A’ WHOLESALE Hay, FEED AND GRAIN 
COMPANY AS OF 12-31-23 


Wash wri weet ie ks $34,069 Notes due banks. .... $90,000 
Accounts and drafts...... 56,761 Accounts payable..... 1,485 
Bills receivable.......... 2,876 
AGrain hayset@ see asc ae ce 163,148 
Other quick assets....... 843 
Quick: ASSETS (2.35.52: $257,697 CuRRENT LIABILI- 
TIES. Siete eee $91,485 


Buildings and machinery .$118,445 Real estate mortgage.. $33,686 


Real €states erica nes 27,446 Depreciation reserve.. 49,862 
Sthermssetesvs once aces 17,305 
TOTAL ASSETS. .:...... $420,893 ToraL LIABILITIES, . $175,033 
DEHCE Ss airs ste oe sietas ee 54,140 Capital stockweas secu 300,000 
TOEAL St, irate elects «+ - - $475,033 ELOUM Lessa eyctent te as $475,033 


cotton business, the grain business affords numerous opportunities to 
speculate. 

On the whole, the statement makes a very satisfactory showing on 
condition that it is correctly drawn up (for it is not audited). The 
banker should require some definite information, however, as to the 
method of valuing the inventory and as to the physical quantities 
composing it, before making any commitment to purchase its paper 
or increase its line of credit. 


The wholesale jewelry trade: The statement of the ‘A’ Wholesale 
Jewelry Company shown on page 312 is very satisfactory. There is 
more than enough cash on hand to pay off all the current liabilities. 
The large accumulated surplus, amounting to almost four times the 
capital stock, indicates with what success the business has been con- 
ducted. 

Total receivables amount to about $63,000 or three and one half 
months’ sales. In the light of what has previously been said about 
this line of business, this is not too heavy a volume of outstandings. 
It might be pertinent to inquire in this connection as to what pro- 
portion of the notes receivable represent slow accounts that have 
been closed out in this manner and what proportion represent sales 
on a note basis. 

The slowness of inventory turnover in this line of business may 
be seen from the fact that the comparison of inventory with sales 
reveals a rate of turnover of less than two times for the past year. It 
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‘ 
should be remembered in this connection, however, that the inven- 
tory figure shown on the balance sheet is probably higher than the 
average figure, because we know that as of about April 1 spring trade 
would call for a substantial increase in merchandise on hand. It is 
probable that, based on an average inventory figure, this company 
has an annual turnover of about two times. 


BALANCE SHEET OF THE ‘A’ WHOLESALE JEWELRY COMPANY 
AS OF 3-31-23 


Cashman ssa sees p24, 503 Due bankss-2% 5 ovate 
Accounts receivable....... 33,731 Bills payable (dia- 
Notes receivable.......... 29,262 INGUCIS) srs ecteae eee $5,411 
Merchandise inventory.... 126,619 Accounts payable.... 14,354 
(OUICKZASSETS sonie' vis cca $214,115 CURRENT LIABILI- 
TIES Monsen ete $19,765 
Furniture and fixtures.... 2,988 Capital:stock 2452272 42,000 
SUPPHIS..s chances plate 155,338 
[. Toran AssETS......... $217,103 ToTav LIABILITIES. $217,103 
Sales tesserae $220,152 


The statement of the ‘B’ Wholesale Jewelry Company also makes 
a satisfactory showing. It is dated January 31, 1924, at which time 
the company should be in a liquid condition. The expectation in this 
regard is fully met by the company. The current ratio is more than 
four to one. A fairly high current ratio should normally be shown by 
a jewelry jobber’s.statement, however, owing to the slow turnover of 
merchandise, the long terms of sale, and owing to the fact that the 
merchandise is a luxury rather than a necessity. Indebtedness is only 
24 per cent of net worth. 

The large amount of accounts payable should be explained, how- 
ever. Accounts amount to more than $102,000 as against a bank 
line of only $25,000. The company possibly has been purchasing 
rather heavily for the spring trade, or a substantial part of the ac- 
counts may represent long-time diamond purchases. In the absence 
of some such explanation, however, they would appear to be out of 
line. 


The wholesale paper trade: The current ratio in the statement of the 
‘A’ Wholesale Paper Company is more than three to one and is sat- 
isfactory. Accounts payable are properly very low in amount, the 
bulk of the indebtedness being made up of notes payable to banks. 
The company takes its discounts. In the absence of an explanation, 
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BALANCE SHEET OF THE ‘B’ WHOLESALE JEWELRY COMPANY 
AS OF I-31I-24 


CEE Da ce Sok a ih Ua rae ae $32,856 Bills payable to banks $25,000 

Accounts receivable....... 152,299 Accounts payable.... 102,296 

Bills receivable (mdse.).... 45,357 ACCKUAIS Maine terranes 1,144 

Merchandises; ics Saves os 364,764 

OGICISFASSETS Seis ok $595,276 CURRENT LIABILI- 

TIES ey onahiay ee pl2os440 

Slow assets........ eee 23000 Gapitalestock:emm ee 475,000 

DULP Siero tein ersten ye 15,505 

PLOTAL ASSETSS% sce 3st $618,945 Toray LIABILITIES . $618,945 


the presence of $31,000 of bills receivable is undesirable, for they 
probably represent slow accounts which have been closed out by note 
or trade acceptance. The paper jobber usually sells on no other 
basis than the open account. 

Receivables exceed merchandise by nearly $130,000 and appear to 
be out of line. They represent about 70 days’ sales — too many as of 
statement date, after the company has had the benefit of fall collec- 
tions. We are leaving out of consideration the notes receivable which 
amount to about 10 days’ sales. 


BALANCE SHEET OF THE ‘A’ WHOLESALE PAPER COMPANY 
AS OF 12-31-23 


(GAS te Ps Sosa eee $1,229 Bills payable (bank). .$100,000 
Accounts receivable....... 234,448 Accounts payable.... 19,285 
Bills receivable........... 30,508 Accrued items....... 5,271 
Merchandisé.< 52% «s'1e0> 139,885 Other current liabili- 
ties sos oes 8,592 
Quick ASSETS..........$406,070 CurRRENT LIABILI- 
TIES Har Sepia $133,148 


Real estate and building.. .$107,300 Real estate mortgage. $40,000 
Machinery and equipment. 84,052 Capital stock........ 200,000 
Surplus and profits... 224,274 


ToTAL ASSETS.........$597,422 Tota LIABILITIES $597,422 
Salesigetrncss $1,234,327 


5 est 


Inventory turns rapidly. Allowing for a gross profit of 25 per cent 
of sales, we find that inventory, as measured by the figures on the 
statement, turned about seven times in 1923. This rapid turnover of 
inventory together with the apparent poor collection policy of the 
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company will account for the wide difference between the receivables 
and inventory. 

Total current indebtedness is only a little more than 30 per cent 
of net worth, indicating that the company does not rely too heavily 
upon creditors. Observe the large amount of surplus and profits. 
They exceed the capital stock. 


A statement of the ‘B’ Wholesale Paper Company is given below. 
The inventory turnover of about six times is satisfactory. This com- 
pany handles the coarse grades of paper and manufactures cartons 
and paper boxes. 

Receivables are practically all in the form of accounts as they 
should be, and represent only slightly more than a month’s sales, 
which is very satisfactory. 

The current ratio, however, is unsatisfactory. It is less than two to 
one. Current indebtedness amounts to about 87 per cent of net worth 
and is too heavy, indicating a condition of undercapitalization. This 
is the principal criticism to be raised in connection with the statement. 

There is a rather large item of trade acceptances on the statement. 
It should be explained. It is probable that the company has an ar- 
rangement with certain manufacturers whereby settlement is to be 
made on a trade acceptance basis. 

The investment in machinery and equipment is substantial, but 
the company, as stated above, does a large amount of manufacturing 
of paper cartons and boxes. 


BALANCE SHEET OF THE ‘B’ WHOLESALE PAPER COMPANY 
AS OF 12-31-23 


Cash tesserae scot g vue ae $8,058 Bills payable (bank).. $45,000 
Accounts receivable....... 68,732 Trade acceptances... 23,374 
Bills receivable........... 1,987 Accounts payable.... 28,204 
Merchandise........ FON PN eT RNS. Accrued and other ac- 
COUNTS. weer 1,500 
Quick ASSETS.........$166,496 CURRENT LIABILI- 
TIES one ee $98,078 
Machinery and equipment $43,115 Net; worthes coc. seen $111,536 
ToraL ASSETS.........$209,611 Torta LIABILITIES .$209,611 
Sales ssas $666,656 


The wholesale produce trade: In the statement of the ‘A’ Whole- 
sale Produce Company given below, it is clear that receivables are 
too heavy in proportion to merchandise and sales. While receivables 
are normally in excess of merchandise, and especially as of June, 
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still a ratio of $8 of receivables to $1 of merchandise is too high. A 
comparison of receivables with sales reveals the fact that outstand- 
ings on the books amount to nearly three months’ sales — entirely too 
high in the light of the customary short selling terms. 

The bills receivable should. be explained. Ordinarily they would 
appear in the dealer’s statement only as representing closed-out ac- 
counts. 

This particular company is relatively small. On account of this 
fact, among others, a proportion of current indebtedness to worth of 
77 per cent is too high. Banks alone have over half as much invested 
in the business as the owners. Although merchandise amounts to 
only $12,000, the company owes trade creditors more than $15,000. 


BALANCE SHEET OF THE ‘A’ WHOLESALE PRODUCE COMPANY _ 
AS OF 6-20-23 


ASSETS LIABILITIES 
(CERT YR, ogee angen aera $2,068 Bills payable banks.. $37,905 
Accounts receivable....... 71,088 Accounts payable.... 15,046 
Bills receivable........... 12,492 
Merchandise: 25.2.5 e:sie's.o.s.0 11,822 
Quick ASSETS.......... $97,470 CURRENT LIABILI- 
TTES 9 oasis, slsiacesars $52,951 
BPVLACHINETY: cis. disc's cies. 65010 $11,736 
PROAESEAtCS sa. og ese a ae ene 6,712 
Delivery equipment...... 6,249 NET WORTH: 3 c)acas $69,216 
SPOTAR MASSE TS xcucc. <i sje's $122,167 TOTAL LIABILITIES. $122,167 
Sales..... . ++ -$360,491 


Accounts payable appear to be high. They not only exceed the 
merchandise on hand, but we know that the dealer usually buys his 
goods on a sight draft basis. 

The above unfavorable aspects of the statement are emphasized 
by the fact that it is dated the latter part of June, at which time 
the dealer should be in his most liquid condition and his statement 
should show to the best advantage. 

Inventory apparently turns rapidly enough. The fault simply is 
that receivables are too high, necessitating heavy borrowings and 
heavy overhead in all probability, besides increasing the risk from 


bad debts. 


The statement of the ‘B’ Wholesale Produce Company, on page 
316, makes an entirely acceptable showing. Receivables exceed mer- 
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chandise, as would be expected, but the spread is relatively not 
nearly so great as in the case of the ‘A’ company. There are appar- 
ently two reasons for this: In the first place, the statement is ren- 
dered as of the end of the year when inventory would be relatively 
high. In the second place, the ‘B’ company has been more success- 
ful in its credit and collection policies than the ‘A’ company. The 
‘B’ company has less than 33 days’ sales outstanding for which trade 
debtors have not paid as compared with nearly 90 days in the case of 
the ‘A’ company. Moreover, bills receivable are almost entirely ab- 
sent from the statement of the ‘B’ company. 


BALANCE SHEET OF THE ‘B’ WHOLESALE PRODUCE COMPANY 
AS OF 12-31-23 


ASSETS LIABILITIES 

(Cast atccctaemocremar aie $7,010 Bills payable banks.. $40,000 
Accounts receivable (trade) 64,106 Accounts payable.... 11,228 
Accounts receivable (mis- 

cellaneats) ra sretesieae 9,255 
Bills receivable........... 580 
Merchandise.2 5% ¢.<s 0s 37,663 

Quick ASSETS.......... $118,614 CurRRENT LIABILI- 

TIERS 21.5 eee oe $51,228 

Real estate (cost)......... $15,315 Real estate mortgage. $10,000 
SLOCKSiancs Wiro: orbs erent 16,801 NET WORTH. uc 100,143 
Furniture, fixtures, etc.... 8,441 
Other assets...... aero arene 2,200 

TOPALTASSETS 7 ce cls PLOTS 71 Torta LIABILITIES. $161,371 


Salesc.sces es et P720 ass 


The company is carrying enough merchandise to care for about 
two weeks’ sales. This is about normal. In fact, owing to the season 
of the year, inventory might well be larger, and probably would be if 
the company were carrying much goods in storage. Inasmuch as the 
company appears not to own a storage plant, it probably does not 
have the inducement to carry large stocks during the fall and winter. 

The current ratio is very satisfactory at more than two to one. 
Total current liabilities are only about 50 per cent of net worth, and 
are even less than those of the ‘A’ company, although that company 
has a 30 per cent less net worth than the ‘B’ company. 

Accounts payable are low, as they properly should be. As we 
should expect, most of the current liabilities are in the form of notes 
payable to banks. 


APPENDIX 317 


Wholesale wearing apparel (wholesale dry goods): On page 318 is 
the statement of the ‘A’ Wholesale Dry Goods Company. It shows 
the company to be in an undercapitalized condition. Current indebt- 
edness amounts to nearly 90 per cent of net worth — too high a pro- 
portion for a business of this size and particularly for the time of 
year when the statement was rendered. The statement is dated De- 
cember 31, 1923, as of which date the business should be in a liquid 
vee and the proportion of debt to worth should be relatively 
ow. 

The cause of the undercapitalization is the fact that the company 
is carrying too heavy an inventory for the volume of business it is do- 
ing. Comparing inventory as shown on the statement (which, by the 
way, is probably smaller than the average inventory carried during 
the year) with sales at cost, we find that the company has enough 
stock on hand to run it about eight and one half months, indicat- 
ing a turnover of less than one and one half timesa year. On the as- 
sumption that a turnover of four times is normal, inventory should 
amount to not more than $65,000 or $70,000, or about $100,000 
less than the figure shown on the statement. It follows, therefore, 
that if this excess inventory were turned into cash and applied 
on the current indebtedness, the latter would be almost entirely 
liquidated. 

As a result of carrying too much stock, the business has probably 
‘frozen up’ the larger part of the proceeds of its current indebtedness. 
Not only is this true, but the risk from depreciation in value of the 
merchandise is greatly increased. Moreover, since the excess inven- 
tory necessitates heavy borrowings, the expense of conducting the 
business is increased. Observe in this case the item of $8095 for in- 
terest and discount paid. It is hardly possible that this item repre- 
sents solely interest paid to banks and other creditors, but in all prob- 
ability it includes a heavy expenditure on that account. It may in- 
clude cash discounts to customers, but since only about one half the 
retail trade avail themselves of the discount, the item in question 
would probably contain not more than $3000 representing discount 
on sales of $303,000. This would leave $5000 representing interest 
paid, an amount in excess of the net profit for the year and more than 
twice the amount received through the taking of discounts on goods 
purchased during the year. 

A further result of carrying too much stock is the apparent ex- 
haustion of the company’s credit. This is evidenced by the fact that 
a very large part of the current indebtedness is made up of trade ac- 
ceptances and notes given to trade creditors. We know that com- 
panies in good standing buy only on open account and borrow from 
banks to take the cash discounts offered. Further evidence of the 


318 APPENDIX 


‘ 


BALANCE SHEET OF THE ‘A’ WHOLESALE Dry Goops COMPANY 
AS OF 12-31-23 


Sashitinececste marcas cath $3,000 Notes to banks...... $20,615 
Accounts receivable....... 60,545 Notes and trade ac- 
Merchandise on hand..... 171,649 ceptances for mdse 47,560 
Accounts payable.... 37,752 
ACCHUAIS mst sans 79 
QUICK ASSHTS..03 ss ac cls $235,194 CURRENT LIABILI- 
FTES ipo ae ere ae $106,006 
Furniture and fixtures..... 7,576 Due officers and 
Priénds: Ao tieonm ares 2 13-100 
Capital stocks scan se 25,000 
Surpliusi, tinea cc ok 98,658 
SLOTAL ASSETS va vice - » -$242,770 Tora LIABILITIES $242,770 


IncoME AccouUNT OF THE ‘A’ WHOLESALE Dry Goons CoMPANy 
FOR THE YEAR ENDED 12-31-23 


DEBIT CREDIT 
Inventory beginning of Inventory end of 
VAD Seat cote eee kant $154,965 Year Gewese ose eee $171,649 
Purchases wares owas’ sinc ene 2.745 Cost of sales..... sales 250,068 
Cost:obsalesintcuce ce cecnees $256,061 Sales (net). .........$303,155 
Interest and discount pd.. 8,095 Cash discount....... 2,369 
Officers’ salaries.......... 7,540 ‘Tax rebate... 2.6.5.8 : 900 
Inconie tas. i> assets < 442 Other income........ 602 
Operating expense...... eens i2e,a70 ; 
Badvdents zinsttee se wien were 1,926 
INGUDIOLD aris ati Welesiernwrn er doe 
$307,026 $307,026 


company’s lack of credit is seen in the item of cash discount on the 
credit side of the income account. This item amounts to $2369, or 
less than one per cent of the year’s purchases. 


The statements of the ‘B’ Wholesale Dry Goods Company, on 
page 319, indicate that receivables are heavy in proportion to mer- 
chandise. Observe the notes receivable which, in the main, no doubt 
represent closed-out accounts. 

There is a large item of real estate and farm equipment in the 
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statement. It was doubtless accumulated through closing out secured 
country accounts. It is, of course, a very undesirable asset in which 
to have invested the capital of a wholesale dry goods house. At this 
point it may be well to note that the company has more than $3,000,- 
000 of its $7,650,000 of assets in the form of fixed and intangible as- 
sets. 

Total current indebtedness and total indebtedness are too heavy 
in proportion to net worth, particularly since so large a part of the 


BALANCE SHEET OF THE ‘B’ WHOLESALE Dry Goops CoMPANY 


AS OF 12-31 , | 
Pie var OW sas tes I92T 1922 

RRORER RS emcahs Sane ie Sea Oe see $202,882 $363,487 
wccounts receivables.2i ioc. ssc bets ose ees 1,820,247 1,698,420 
Nates receivable jo. 5 soak Sib seals wd evs bbls ove eo 842,580 606,619 
NWeerchand Ise in VEDLOLY «isc e.c0ica seu p wie eisvovwlace 2,199,413 1,943,849 

RMNCRPASSETGL OS Sic pe cass Cas Se ce tes ot $5,065,122 $4,612,375 
Personal accounts............. Binnie ware cour ane $143,332 $153,790 
Real estate and farm equipment............ 352,049 373,420 
SSeTE IES CO WICU oie react sar oc leleiase magpie Sas) oievd aes, 73,311 66,329 
Real estate and buildings.................. 987,882 934,845 
xGeres. WACDINELY-CUG.s . s.aaiscc o'er es ss = 110,085 123,877 
ES OVERCIMUCISCAOUEIN Es erence sap o's Sse Siaiy sheen eos 114,556 162,608 
SOE WALL see Sok ae oe Sek oa sie aia clear eta 1,125,000 1,125,000 
WiSceHANCONS ASSELB Sc Sa is sae 's Bee pie ne tae 82,990 100,618 

Tota ASSETS..... GS Sate slate ase ern resis wraecate $8,054,327 $7,652,862 
Due banks and brokers.............. Sead ay $1,983,547 $1,451,855 
Accounts: payables ac. oss cb cso nsvete ss « sen 023,302 580,811 
PNET IEC CEITIS c15.ghe = cuara) ala \aiei aol orn, saei slate: os) 01s 90,818 78,355 
Other current liabilities........... miteusecyeve ¢ Ware: 49,838 


CURRENT LIABILITIES... .ececceceeeeee + + $3:055)474 $2,160,859 


7 per cent bonds (serial).......+-++e+++00+- 574,492 1,293,915 
Capitalistockinc.c sec sess Mavsiaeaitie aisle Getries DOO) 77500 5,017,500 

OTAE LIABILITIES: 2. ace +c v's Sisimianta ss $8,647,466 $8,472,274 
Deduct IMPAIRMENT OF CAPITAL..........-- 593,139 819,412 


$8,054,327 $7,652,862 
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net worth is invested in fixed,and intangible assets and since so large 
a part of the quick assets is made up of receivables of more or less in- 
determinable value. 

A comparison of the statements reveals the following: 

(a) Quick assets decreased $450,000 — largely accounted for by a 
reduction in receivables. This is desirable, although the reduction, in 
part at least, probably represents charged-off accounts. 

(b) Current liabilities decreased nearly $900,000, or twice as much 
as the decrease in quick assets. The difference of $450,000 and the 
decrease in net worth during the year of $226,000 may be accounted 
for by the increase of more than $700,000 in the bonded indebted- 
ness. Thus the company has funded a very large part of its current 
debt and built up its current ratio to better than two to one. This 
may at times be a very desirable thing to do when, through losses, 
a company has so weakened its current position that its credit is 
threatened and its source of fresh supplies of working capital dammed 
up. It is noteworthy that the increase in bonded debt bore heavily 
on the company. Besides having to pay a coupon rate of seven per 
cent for the money, the company had to stand a discount charge of 
$48,000. Attention is called to the fact that the aggregate of out- 
standing bonds is in excess of the balance sheet value of the buildings 
and furniture and fixtures. It might therefore be pertinent to inquire 
as to just what assets are included under the mortgage securing the 
bonds. 

By way of summary, it may be said that the company is obviously 
in a very uncomfortable situation, due mainly to the heavy receiv- 
ables, large indebtedness, and heavy concentration of capital in fixed 
assets. A poor crop in 1923 would very seriously aggravate the com- 
pany’s troubles. 


Wholesale wearing apparel (wholesale millinery): The ‘A’ Whole- 
sale Millinery Company, whose statements appear below, began 
business about the middle of 1921. It is not surprising, in the light 
of conditions prevailing at that time, that the company finished the 
year with a substantial impairment of capital. The encouraging fact, 
however, is that in both 1922 and 1923 the impairment was mate- 
rially reduced. The management would appear to have a firm grasp 
on the situation with ability to put the company ultimately ona div- 
idend basis. 

The statements of the company show clearly the seasonal charac- 
ter of the business. The November statements in 1921 and 1922 
show liabilities to be small in amount, as would be expected. In com- 
parison with the statement for September, 1923, receivables and in- 
ventory, as well as indebtedness, are low. This, of course, is a nor- 
mal showing, because the September 1, 1923 statement was taken off 
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BALANCE SHEET OF THE ‘A’ WHOLESALE MILLINERY COMPANY 


II-30-21 II-30-22 Q-I-23 
Cashier aaah eek Ga Sika bik MA $11,855 $2,650 $2,946 
Accounts receivable. ........ Sev vin 19,675 31,470 50,643 
Elsrecelvable saat cea sanded eet 559 1,711 2,012 
Nerchan tices. aces cua eekces 13,320 31,248 54,801 
Ener quickmssets caustic sic oa cam’ 768 
WUIGRMASSETSSat aoc ce hese cae $46,177 $67,079 $110,402 
Furniture and fixtures.............. 15,801 17,138 16,705 
FUOLAL ASSETS ais oc ien en ste ham aee $61,978 $84,217 $127,107 
Bills payable (banks).............5. $15,000 $40,000 
WMecounts payabler.c se. sce sees o $956 12,477 
CURRENT LIABILITIES.........0-. $956 $15,000 $52,477 
PN SER Woot Horak see catSarsite. civ nicrotece-sie ste: «6 61,022 69,217 74,630 
apitalistocktteecs ovedrsnewstacces « 80,000 80,000 80,000 
AD ERECT oitetegista(s4,'s sic eieieteisiereisevere $18,978 $10,783 $5,370 


in the midst of the busy fall season when the company would nor- 
mally be somewhat extended and in debt. It will be observed that 
in the 1923 statement debts are very heavy in proportion to net 
worth. Within a few months, fall liquidation will enable the company 
to effect a heavy reduction of its liabilities. With a sound and capa- 
ble management at the head of the business, the seasonally heavy 
proportion of debt to worth in the 1923 statement should occasion 
creditors no alarm. 


Wholesale wearing apparel (wholesale shoes): The statements of 
the ‘A’ Wholesale Shoe Company call for no analysis because they 
are eminently satisfactory. The cash shown in the 1923 statement 
is sufficient to pay off the nominal amount of liabilities. Note the 
large surplus. During the year ended November 30, 1923, the com- 
pany carried forward $60,000 to surplus, and probably paid substan- 
tial dividends in addition. Notes receivable are properly almost en- 
tirely absent from the statement. In short, the company is simply 
a prime risk and would easily be entitled to bank lines of $300,000 to 
take care of its seasonal requirements, provided its normal volume of 
business would warrant its borrowing in that amount in addition to 
its own ample resources. 
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BALANCE SHEET OF THE ‘A’ WHOLESALE SHOE COMPANY 
‘4 


II-30-22 II-30-23 
GT Ee RE OO A SATE PURER OE $35,626 $37,543 
Accounts receivables onc « acl 5 s0 sims) s¥0id sis sieslats 239,359 244,186 
Notes:recetvable ait. acne dss d aa oaseaeniseia ae 6,008 1,886 
Mérchandise.on-hand.. ys ascleesvsss03 sss 0s sielre 252,114 301,286 
OUICKSASSETSi.4 cee pe ea ee © ote ae eer $533,107 $584,901 
Eurtiture and saxturess nes as ects anise seem ae aee 12,308 10,445 
‘LOT ATs, ASSHTS IS srs precast Po om als cuarsieule te aes $545,415 $595,346 
Notes’payable'to banks. stn\cleaan cesta sisae steed $25,000 
ACCOUTtS Pay Able is saiesuaie's ctsls <1 aha aie = ool e inlay a ot 1,108 5,742 
Accruals: taxes etCz cc wee cles cewislos oles aa ans 12,225 21,706 
CURRENT LIABILITINS 3.202% 5220002 Breer... $38,333 $27,442 
Capitalstockins coe uacae eee scsi 0s tisle.celaiens 400,000 400,000 
SUL pUsas tists octal Ewes bene ae SIE Shoe se ee ae 107,082 167,904 
aL OPAL GTA BIELTIES stclerse/ccsiateinielirsieleiaieisic/s ctecavers $545,415 $595,346 


Wholesale wearing apparel (wholesale men’s hats): The statement 
of the ‘A’ Wholesale Hat Company is very satisfactory as may be 
seen from the following facts: 

(a) Net profit for the year amounted to more than $79,000 or 79 
per cent on the capital stock or 28 per cent on the combined capital 
stock and surplus. 

(b) The company should be in a very liquid condition at statement 
date, and it meets our expectations in that regard. Based on the end 
of year inventory shown on the statement, merchandise turned more 
than four times during the year. But the inventory figure in the 
statement is abnormally low. It is therefore probable that if turn- 
over were calculated on the average annual inventory, it would 
amount to about three times a year, which is considered normal. 
The inventory on hand at statement date would last the company 
less than three months on the basis of a volume of business as large 
as that of 1923. 

(c) Receivables are properly all in the form of accounts, as notes 
and acceptances are ordinarily used only to take up delinquent ac- 
counts. Receivables on the books at statement date represent a 
little more than two months’ sales and would therefore not appear to 
be too high when considered in the light of the customary long terms 
prevailing in the business. The credit and collection policies are sat- 
isfactory. 
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BALANCE SHEET OF THE ‘A’ WHOLESALE Hat CoMPANY 
AS OF 12-31-23 


(CEG hs ea Nie re $6,745 Notes payable. ....... $25,000 
Accounts receivable...... 152,929 Accounts payable..... 63,675 
Mdse. inventory......... 139,270 
U.S. Gov’t. obligations... 60,000 
Quick ASSETS......... $358,944 CurRRENT LIABILITIES. $88,675 
Furniture and fixtures.... 7,571 Gapital’stockiasa acct 100,000 
SUrplusHere sek eee 177,840 


TotTat ASSETS........$366,515 Torat LIABILITIES... .$366,515 


INcoME ACCOUNT OF THE ‘A’ WHOLESALE Hat COMPANY FOR THE 
YEAR ENDED 12-31-23 


“PSLRA eh tg Bae the oe Sc ae RP $233,550 
teen CHASCS UTI CHE VEAP: 61 teks Gees oak mae oe ee 480,593 
UN TELSSd gKESETS (a Ie Fae 120 SRI a mS 14,518 
SEER Taleo INA ctsicinls See cas Shas eae hove ys wee te ES $728,661 
Wetitet IN Vent Orycl2—3 1-23 we aicimeis onc a sel eles cicie eueis sibs bese 139,270 
RBOSTUOL SALE Sarita os hotles ote sia arcioisiors etal hlatatatate ices als $589,391 
DEBIT CREDIT 
Cost Of Salés: oo aos cc sais $589,391 Netiealesi sje ceua cect $806,918 
Selling expense.......... 85,364 Discounts received.... 36,349 
Office and store expense.. 32,156 Other income......... 12,236 
General expense......... 36,558 Inton 15. DB esses 152 
Income tax for 1922..... 20,073 
Depreciation............ 841 
Bad-accounts. >. =. Sos ce 454: 
Discounts allowed....... 9,075 
IDOTATIOHS. 2 oh s vase ee 1,372 
INSEECPROFITRGG ieee hese 79,371 
BbOTAT <5 <c.5 Dele hesronee $855,655 TODA se eaiats eats $855,655 


(d) Cash and Government securities exceed 75 per cent of the com- 
pany’s total liabilities. 

(e) The current ratio is higher than four to one. At statement 
date, however, it should be high. As soon as the company begins bor- 
rowing for the fall of 1924, the ratio will go down, and perhaps at the 
time the peak indebtedness is reached, the ratio may fall to two to 
one or even lower. But had this company had a ratio of only two to 
one as of December 31, 1923, we should have sought an explanation. 
The seasonal character and general nature of its business would 
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ordinarily bring about a fairly high ratio as of the end of the 
year. 

(f) Purchases during the year amounted to $495,000 (including 
freight and drayage) as against sales at cost of $589,000. Thus the 
purchases were kept well within what was required to meet the de- 
mands of the trade. This practice is ordinarily to be commended, 
for a company which follows it will seldom be charged with specula- 
tion in inventory. 

(g) The discounts taken during the year amounted to more than 
$36,000, a sum equal to nearly 8 per cent of the total purchases for the 
year. These discounts were the equivalent of more than 50 per cent 
of the company’s net profit. 

(h) Gross profit in 1923 was only 27 per cent of sales, a percentage 
somewhat below normal. 


The comparative statements of the ‘B’ Wholesale Hat Company 
below and on page 325, will indicate some of the things which a whole- 


BALANCE SHEET OF THE ‘B’ WHOLESALE HAT COMPANY AS OF THE 
SEVERAL DATES GIVEN BELOW 


I2-31I-I9 I2-31-20 I12-35-3F 
Cache cctaaneatNers iecertis Cate a twee 7d $3,730 $2,642 $3,026 
Accounts receivable.............- 122,394 367,483 60,003 
Notes teceivablesa.c. css os clea ates 761 8,388 9,084 
Merchandise inventory............ 156,177 418,404 105,936 
Ouice Assets Gagencs ee $283,062 $796,917. $178,049 
Real estate and bldg...... sesesse $49;869 $49,869 $100,000 
Furniture and fixtures............ 3,991 4,459 4,043 
Deferred and other........... Ses | eRe) 13,957 1,950 
ToraL ASSETS”... ..2.2. +. + -$339,281 $865,202 $284,042 
Notes payable, banks......... ae iP20,376 $284,000 $110,350 
Tradéjacceptancess....\..s. qe vente 64,578 35,100 
Bills payable, mdse........... Ries 1,156 
Accounts payable........ kes siccee 402,505 225,871 . 
Pecrued accounts austere seis nie hoe ee 20,140 21,846 6,189 


CurrRENT LIABILITIES....... $152,030 $596,295 $152,795 


Mortgage on building............. $25,000 $40,000 $40,000 


Depreciation reserves........ oietiatsy 15029 2,702 3,335 
Miscellaneous. ceca seis wore Sieeiee 51 5 
Capital stock. .o....< Bie. in wt erfege. sien 75,000 75,000 75,000 
SULDIIS a ctae ciacie oa eee SPS see C5 ,022 151,154 12,907 


ToTaL LIABILITIES. ........$339,281 $865,202 $284,042 
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INcoME AccouNT OF THE ‘B’ WHOLESALE Hat CoMPANY FOR THE 
YEAR ENDED 12-31-20 


BEEDLON ELI —AT TO noche. weak iid ven hic coe uk ee $156,158 
feurehases during the Year 2ievals aos Soke cow ne whee Aeae mek deaeht Ke) 
Borel tech NC eta U OE MENENE tarrccinaiata ons Cotes Pan Ge horn 15,351 
EDOTAT ic eee Sietetasie\enernia cic Oe omen te ASR Ch ese $983,828 
Deduct inventory 12-31-20..........ec00 soa ere telecleteee sls A404 
GOST SAEESioy, Vessels eee a een Petits sep 5O5 oe 
DEBIT CREDIT 
ost ofsales fas. oo. pets $565,424 INGE sales senate $765,352 
General, administrative, Discounts taken....... 59,187 
and selling expenses... 112,072 Other income......... 222 
SAC EDES tattoos, cae 6,374 
Enterest: paid: Sails bls-scat 13,949 
Discounts allowed....... 7,838 
Net profits...... Seer er 210,104 
ROTA oG sreveicicles/e. 4 PO2A57 OF DOTA c cieeetes -HO24, 7 OL 


sale hat company (or any other kind of company) should not do if 
it is to avoid bankruptcy. 

The 1919 statement makes the best showing of the three, but it is 
far from satisfactory. Accounts payable appear to be high, indicat- 
ing that the business is probably not taking its discounts, and cur- 
rent indebtedness is too heavy in proportion to worth, when the fact 
is considered that at statement date, the concern should be in a liq- 
uid condition. The 1920 statement shows a remarkable expansion in 
the business when compared with the 1919 statement. Both inven- 
tory and receivables show an enormous increase. Current indebted- 
ness is nearly four times what it was in 1919 and is more than two 
and one half times net worth. It would seem that this company 
thought the boom times of 1919 were to last indefinitely, and accord- 
ingly went in debt as far as possible in order to provide for a great in- 
crease in business which never materialized. As a result, the man- 
agement’s mistake in judgment left the company stranded at the 
end of 1920 with perhaps the largest inventory and outstandings in 
its history — and this, on the threshold of 1921 with its low prices 
and severe general depression in business. We might dwell for an- 
other moment upon the showing made by the 1920 statement, and 
for this purpose we turn to the profit and loss account. We shall find 
it in interesting contrast with that of the ‘A’ company. It is true that 
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the two accounts close or cover different periods of operation and 
thus are not strictly comparable, but this factor will not destroy the 
usefulness of the comparison for our purpose, which is simply to ap- 
ply the principles of statement analysis in the light of what we have 
learned about the trade practices and characteristics of the whole- 
sale trade in men’s hats. 

Comparing merchandise with sales at cost, we find enough stock 
on hand to last the ‘B’ company nearly nine months as compared to 
only three months for the ‘A’ company. Receivables in the case of 
the ‘B’ company represent nearly six months’ sales, and thus indicate 
extremely poor collections, whereas in the case of the ‘A’ company 
they represent only about two months’ sales. The mistake of the 
management of the ‘B’ company in assuming that the prosperity of 
1919 would last through 1920 is obvious when we consider that at 
the beginning of 1920 the company had an inventory of only $156,- 
158 to which it added over $827,000 through purchases (including 
freight and drayage), but managed to sell during the year goods to the 
value of only $565,000. The company was thus left with nearly $420,- 
000 of stock on hand at the end of the year, a stock almost three times 
the one on hand at the beginning of the year. On the other hand, the 
profit and loss account of the ‘A’ company shows that purchases dur- 
ing the year did not even equal the cost of the goods sold. 

The ‘B’ company has accounts payable equal to more than three 
months’ purchases, far too many in the light of our knowledge of the 
terms granted by manufacturers and the liberal discount offered by 
them. The concern sometime during the year reached the end of its 
bank credit and found itself unable to take its discounts, even allow- 
ing some of its accounts to run past due. For it is inconceivable that 
the large amount of accounts payable could represent only fairly re- 
cent purchases not yet due for discount. The company probably 
placed very few orders after the middle of 1920. That anumber of the 
accounts payable became past due during the year is borne out by 
the presence of the large item of trade acceptances amounting to 
$64,578. These acceptances probably represent the closing out by 
the company of some of its past-due accounts payable, for we know 
that trade acceptances are not customarily used for any other pur- 
pose in this line of business. 

The ‘B’ company, after allowing for certain surplus adjustments, 
mainly deductions for 1919 income tax, which are not shown in the 
profit and loss account, had a net profit of approximately $70,000. 
The profit appears to exist mainly in the large items of receivables and 
inventory as shown on the statement. In other words, the profit is 
merely a paper profit, and we shall see how true this observation is 
when we consider the 1921 statement. 
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Deflation was not long in making itself felt in 1921 as witness the 
great decreases in receivables and merchandise. That a very great 
portion of these decreases was brought about through charging down 
those assets is clear from the heavy reduction in net worth. The 
paper profit has disappeared! Net worth shows a loss during the 
year of $139,000, and if we add to this figure some $51,000 represent- 
ing an appraisal increase in the company’s real estate and building, 
we find that the actual loss during the year was $190,000, or practi- 
cally 85 per cent of the net worth as shown at the end of 1920. And 
this is putting the very best interpretation on the statement by as- 
suming that the entire reduction in current liabilities was brought 
about by a corresponding liquidation of quick assets. This may not 
have been, and probably was not, the case. It is altogether likely, in 
view of the general condition of the company and in view of the stag- 
nated business conditions existing during 1921, that the company 
made a composition agreement with its creditors. Observe the en- 
tire absence of accounts payable in the 1921 statement. To the ex- 
tent that the reduction in current liabilities may be due to such an 
agreement would the reduction in quick assets represent an addi- 
tional writing down of merchandise and receivables. 

And then, in spite of the heavy losses taken by the company (and 
possibly also by its creditors), the end of 1921 found it still in an al- 
most hopeless condition. Net working capital amounted to only a 
little more than $25,000, and current liabilities amounted to nearly 
twice the net worth, including with net worth the $51,000 appraisal 
write-up of real estate and building. Current liabilities amounted to 
more than four times and total liabilities to more than five times net 
worth, if the $51,000 write-up be excluded from net worth. It is 
not surprising that the company was petitioned into bankruptcy in 
1922. 


RETAIL 


The automobile dealer: Note that on the balance sheet of the ‘B’ 
Automobile Company (page 328) the receivables are clearly segregated 
as to current and past due and as to receivables discounted and re- 
ceivables still in the files of the company. It will be recalled, in this 
connection, that in discussing this line of business it was pointed out 
that if a company showed any considerable amount of receivables 
on the statement, the inference might be that they were probably of 
doubtful quality and not acceptable to a finance company. That in- 
ference could not be drawn in the present case, because the state- 
ment shows all the receivables whether discounted or not — those 
discounted being offset by a contra item among the current liabilities. 
This method of handling receivables is to be preferred over the more 
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BALANCE SHEET OF THE ‘B’ AUTOMOBILE COMPANY AS OF 12-31-23 


ASSETS 
Quick AssETs: 
Cashton: handss. aessce verses Saar $360 
Notes receivable (not past due)...... $6,085 
Notes receivable (past due).......... 5,559 
Notes receivable discounted......... 24,345 
Accounts receivable... ....ecccscccn 13,202 
Accounts receivable (sundry)........ 760 
Accounts receivable (stockholders).... 1,900 
LOtalen sieve POO Kae eh See 
Less reserve for bad debts....... tesare 45079 46,972 
PIN Vent Ory cccccrant s ciercte 4 othera ereeleimie ge 31,967 
Dealer’s deposit.......... Fas ate rarer 1,000 
Other deposits. 4 va ececes as Caeseees 20 $80,319 
Frxep ASSETS: 
Realiéstates lotsawvinc«iv «cas aces alee as ‘ 13,620 
Furniture and fixtures. ............< 1,873 
Shop tools and equipment........... 3,092 
HLOtal Semiecicw aee.cels 6 ors eee we cane kAs OOS 
Less reserve for depreciation......... 3,949 1,016 14,636 
DEFERRED CHARGES: 
Unearned interest..... siaje@ oie acce ee 724 
Unexpired insurance. .......sceeeees 485 1,209 
SLOTAL PASSETSinic'sc/aete'steiciciele ers are $96,164 
LIABILITIES 
Quick LIABILITIES: 
BanksOverdratt swiss. gees eee einen sce $1,847 
Notes payablejc.. cake «seem saeulocen 13,000 
Accounts payable Sgeisuacabaiciaialxtie tiaeeror 3,051 
Notes receivable discounted (contra). 5 24,345 
ACCIUGC ILEMb es se caindeee asus aes 1,796 $44,039 
Net Worta: 
Gapital/etock ones ase nea ke emer nent 50,000 
Surplus...... Sapisiaa este/Qe Nin sine ee a's 2,125 52,125 
PROTATLWLTABIUITIES aves se taiehs bere $96,164 
® Composed of: 
Died tamnantokirasvs iccteats soatavasiacases doye Oe 1 Gone Mane 
Ancesiorled ols. Wea Aha ee, Se 


$31,967 
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INcoME ACCOUNT OF THE ‘B’ AUTOMOBILE COMPANY FOR THE YEAR 


ENDING 12-31-23 


(GYRDIRT: AIEEE) nt Gi de SRR tr ae 
Inventory Beginning of Period...... 
PLIEGHASES Cet choete Wiers ate Sisk os bute : 
Less inventory end of period...... os 
Costiofisalesio oienis cacis.cia's3 ex's owe 

KSROSS DROIT aires c.heresins 9 sje R 

DEDUCTIONS: 

Sales expense............-. aoa weis 
DEVICE, OXPENSC.. creauisis Sees sede © 6c 
Administrative expense............ 
Total expense.......... S wicieroiers “0D 


NET Loss ON SALES......ee00% 


OTHER INCOME: 


Gash. discounts taken... <6. 00's 0s. $1,120 
Interest earned............ hears 2,047 
Miscellaneous income......... See ne eESS 


OTHER DEDUCTIONS: 


Interest on notes payable.......... $740 
Bad debts charged off.......... ajar 0j}904 
Loss in inventory....... Sesacte cise mie OO 


Net Loss FOR YEAR....-eseeee 


$268,645 
$32,569 
218,739 
251,308 
31,967 
219,341 
$49,304 
$18,521 
15,337 
17,782 
51,640 
$2,336 
$3,325 


7,702 4,377 
$6,713 
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customary practice of deducting from the assets those receivables 
which have been discounted and showing no liability for receiva- 
bles discounted. The proceeds of receivables discounted represent 
borrowed money almost in the same sense as if the company had ob- 
tained accommodation from the bank or finance company on its 
own note, pledging its receivables as collateral. Moreover, if the 
receivables were endorsed with recourse, the bank or finance com- 
pany, in any case where collection could not be had, would charge 
the note to the account of the dealer. 

Cash is very low. In fact, the company is overdrawn with its bank, 
and this, too, in the face of over $1000 of accrued liabilities. 

Accounts receivable amounting to about $14,000 should be ex- 
plained. As a general proposition, such receivables as appear on 
the statement of an automobile dealer should be in the form of 
notes representing sales of cars. Parts and repairs are ordinarily 
handled on a cash basis. It is not clear, therefore, what the item 
represents. 

Inventory amounts to nearly $32,000, of which less than one half 
is made up of new cars, the remainder comprising accessories, used 
cars and parts — mainly the latter. A company should have as little 
of its capital invested in used cars and parts as is consistent with the 
proper and profitable conduct of its business. Since this company 
does an annual business of about $270,000, however, and since it 


handles a low-priced, popular, and quick-selling car, the inventory as’ 


made up on the statement is not out of line. In fact, as of statement 
date, the inventory of new cars should be at about its lowest point, 
because December is a between-seasons month. 

Attention has already been called to the bank overdraft. Total 
current liabilities amount to $44,000, or only $8000 less than the net 
worth of the company. Apparently, too great a dependence upon 
creditors for operating capital has resulted from the policies of the 
management. The company is undercapitalized. It is pertinent to 
inquire at this point why the company has nearly $14,000 invested in 
lots. This money might be placed to better advantage in the working 
capital of the business. With reference to the proportion of the in- 
debtedness to the net worth, as shown by the statement, it may be 
urged that the bulk of the receivables are secured and are therefore 
more desirable as an asset than the unsecured accounts of the ordi- 
nary business. There is considerable merit in this contention. On the 
other hand, the risks sold by the dealer are often not of the highest 
type, and the security behind the receivables is subject to very 
heavy depreciation within a very short time. The fact that re- 
ceivables are not of an unusually high type in the present instance is 
indicated by the fact that during 1923 the company charged off 


/ 
pal 
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nearly $7000 for bad debts. This charge, amounting to nearly three 
per cent of sales was in excess of the total deficit shown as a result of 
the year’s operations. While on the topic of the company’s indebted- 
ness, it may be remarked that as of the date of the statement, the 
company should be in about its most liquid condition. Within a 
short time borrowings will be’on the increase in order to take care of 
the spring inventory and the spring and summer trade. 


THE INcoME Account (see page 329) 

On the basis of sales at cost in the amount of $219,341, the com- 
pany had an unusually satisfactory turnover of inventory — over 
six times when calculated on the end of year inventory of $31,967. 
This high rate of turnover is accounted for by the fact that the com- 
pany, as previously stated, handles a low-priced, popular automobile. 
It is accounted for also, to some extent, by the fact that the inven- 
tory figure used probably represents the inventory at its lowest point. 

Gross profit is normal at approximately 19 per cent. 

Owing to heavy expenses, however, the company suffered an oper- 
ating loss of more than $2000. Sales commissions on the type of car 
handled should run between five and six per cent of sales. Sales ex- 
pense in this case amounts to about seven per cent. Service and ad- 
ministrative expenses also appear to be out of proportion to the vol- 
ume of business. The company should concentrate its effort on re- 
ducing expenses. 

Losses from bad debts brought the total loss from the year’s oper- 
ations up to nearly $7000. 

Receivables outstanding represent less than two months’ sales, and 
this would indicate that the company is either selling a great deal for 
cash, or is receiving very substantial cash-down payments, or is grant- 
ing terms on its installment sales which are considerably less than 
twelve months in length on the average. 


SUMMARY 
The company is operating too largely on borrowed capital. This 
condition cannot be permanently alleviated until operations are con- 
ducted on a profitable basis. The paper would not appear to be at- 
tractive unless supported by substantial endorsements or guaranties. 


On page 332 appears the financial statement of the ‘A’ Automo- 
bile Company which is in better condition than the company just 
discussed. The statement is apparently very satisfactory. The cur- 
rent ratio is high and the proportion of debt to worth is low. There 
are several points of importance, however, that the banker might 
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BALANCE SHEET OF THE ‘A’ AUTOMOBILE COMPANY AS OF 12-31-23 


ASSETS 

Casliscsieis tecnica ack's flv Stane"E a0 0a gis.o1 aiap aie e Sareea aie $12,423 
Accounts recetvable.; ccs ssas000© 36 0510 vol esis nln eieeoieiere 23,469 
Bills receivables. «cine scisc.e aed al aiele a's wince saya weet a ister 58,248 
Autos, parts, etey {science dean asia cle ewle'dietd as\eo ep airs 107,745 
TOTAL Quick ASSETS......... eS cin aiate ic dele vuclewuls ase seaPeol sos 
Pixed and slow:assets.. ps00s cesses cs cececepess«easuas 16,482 
STOTALVASSETS 2 wie nie cte'r ontorelataretelaslslorms ots pe esener ne PIs 

LIABILITIES: 
Bills-payable (bank) scaececccc tic celesice ee casts tases a £55/000 
Accounts payable....... PPh a saws teens See Se wees 1,744 
Other current liabilities 22. <2 css oma Ne ee i 1,050 
PLOTAL, CURRENT LIABILITIES ¢ 2. aioe vote a ess s ee $57,794 
Gapital stock.. cace@ «01 Dara 6 adie tue.d eis 4d ale ois Cae ae eae 30,000 
Surplis a ecacwmte csieicls SS eanee die ainiais @ietniaa’s Since aie eine ACPI Ge 
TOTAL LIABILITIES ct.'5 om nic cave cv 6 o10 ale baie vieivicierem aioielam $218,367 


raise before making a commitment as to the line of credit to be 
granted: 

(a) Taking into consideration the fact that notes receivable appear 
to be low when compared with inventory, the banker might infer that 
the company is discounting the bulk of its receivables. But there is 
nothing in the statement to bear out the inference. Therefore, the 
banker should inquire whether the company is using the facility of 
the finance company, and, if so, why the contingent liability (if any) 
is not shown. 

(b) The presence of $23,469 of accounts receivable should be ex- 
plained, for, as a general rule, an automobile dealer should not show 
a substantial investment in accounts receivable. 

(c) The inventory should be detailed as to new cars, used cars, and 
parts. 

(d) The banker might ask whether the surplus, which is exception- 
ally large in comparison with capital stock, has arisen entirely from 
earnings. It would perhaps be desirable from the standpoint of cred- 
itors that the company declare a stock dividend, thus carrying a 
part of the surplus to the capital stock account. This would be an as- 
surance that it would be more.or less permanently retained in the 
business and not disseminated in the form of dividends. 
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The furniture and musical instruments trades (furniture): The state- 
ment of the ‘A’ Retail Furniture Company contains a notation to the 
effect that the company sells for cash and on 30 to 60 days’ time and 
that it discounts its bills. If this notation is true, some explanation 
should be given of the presence of $20,000 of bills receivable. The 
probability is that some installment business is done and that the 
bills receivable represent installment notes. Receivables are too 
heavy in proportion to sales, if the information as to terms of sale 
is correct; for accounts receivable themselves amount to nearly four 
months’ sales, whereas, when the fact is considered that the business 
is supposed to handle a substantial volume on a cash and 30-day 
basis, receivables should be much lower. 

Attention is called to the fact that the current indebtedness is 
rather heavy in proportion to the net worth when the size of the busi- 
ness is considered. The bulk of the company’s current obligations 
are owing to trade creditors to whom it has given notes in payment 
for merchandise. In addition to the current liabilities, the company 
owes $10,000 to its officers and $15,000 on a building which it has 
either bought or built. The total indebtedness, therefore, is nearly 
equal to the net worth. 

The income account shows that a profit resulted from the opera- 
tions in 1923. The profit during the year amounted to $2700 but 
would have been a loss of $4200, if the company had not had rent 
income and ‘other income’ aggregating $6900. The reason for this 
poor showing is probably to be found in the fact that gross profit 
amounted to only 35 per cent of sales as against a normal 50 per 
cent. The company is either not buying right or, through force of 
competition or otherwise, it is not obtaining a high enough price for 
its goods, The company might also consider the possibility of cur- 
tailing operating expense relative to volume, either by an actual 
paring of expense on the basis of the present volume of business, or 
by increasing volume on the basis of present expense. Operating ex- 
penses amount to about 35 per cent of sales, but it is stated by 
dealers that a percentage of 30 per cent is not considered unduly 
heavy. 

The company indicates that it takes the discounts offered on pur- 
chases. It seems clear, however, that it does not take its discounts, or 
at least that it takes only a negligible proportion of them, because the 
_ income from cash discounts is shown to have been in 1923 only a 
little more than $500, whereas purchases amounted to nearly $114,- 
ooo. Accounts payable on the books amount to about four months’ 
purchases; whereas, if the company were even paying its accounts 
promptly, they should not amount to more than from two to three 
months’ purchases. The discount granted by manufacturers ranges 


‘ 
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BALANCE SHEET OF THE ‘A’ RETAIL FURNITURE COMPANY 
AS OF 12-31-23 


GASNG sins euicd wes Cees es $2,494 Bills payable (banks)... $15,800 
Accounts receivable..... 56,430 Bills payable (mdse.)... 37,896 
Bills receivable. ........ 20,067 Accrued items......... 1,939 
Merchandise. ......22-- 37,446 4 

Quick ASSETS........ $116,437 CURRENT LIABILITIES $55,635 


assets wets e caine s 53,200 Due officers........... 10,000 
Mortgage on building... 15,300 
Capital stock ss aes +s 83,500 
Surplus s2.stess ieee 5,202 
Totat ASSETS........ $169,637 Totau LIABILITIES . .$169,637 


INCOME ACCOUNT OF THE ‘A’ RETAIL FURNITURE COMPANY 
FOR THE YEAR ENDED 12-31-23 


AN VEDCOL ck 12 dct cio eave teverdtayayare-a aim mura o < esniaiearoeeme sia eter $38,286 
Purchases in 1923....... Dale ere idra'sjoa’ce alo ear alein Goce 6 OCs 113,607 
$151,893 


Inventory T2-ZI-23. cc cc cccccccccsevecccccccscccesccececs 37,446 


GOSTNOF SALES Fickiat icc tenet eaeaet eta tee act weecas PLT Aiay, 
Cost Of salés on cuk ces an $114,447 Net sales....... oe eee Pl75,0LS 
Interest and discount.... 5,163 Cash discounts........ 521 
Officers’ salaries........ 5,000 Rent income...... A 6 sue 1.200 
Operating expense...... 52,135 Other income......2+. 2,739 


Depreciation’ < sa%.s<:c00« 2. 3,928 
Prolitien demmantenwae feck nb 21700 


TOTAL, cmleheegiae pies ys PLOGiST 4 LOTAL caccereises sac plas sa 
: We sell for cash and on 30-60 days’ time. We discount all bills. 


from 2 to 10 per cent. On the assumption that the average is 5 per 
cent, this company would have earned an additional profit of about 
$5000 by taking the discount on all purchases. 

The company is undercapitalized, and the supplementary infor- 
mation given on its statement cannot be reconciled with the actual 
showing of the statement. 
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Attention is now called to the statements of the ‘B’ Retail Fur- 
niture Company. The three ‘points listed below are brought out by 
the statements and are characteristic of an installment house doing 
a normal, profitable business. 

(a) The receivables, all represented by installment accounts, are 
between three and four times the amount of merchandise carried. 

(>) The business relies largely upon the credit extended by its 
trade creditors. This is seen in the large amount of accounts in 
comparison with the other current liabilities. 

(c) The current ratio is above three to one. A relatively high ratio 
is expected in an installment business owing to the fact that the prin- 
cipal quick asset is receivables of a long average maturity which must 
be large in amount in order that the current income from them, to- 


BALANCE SHEET OF THE ‘B’ RETAIL FURNITURE COMPANY 


I2-31-22 I2-31-23 
RRM ata Ae eee eG x ass pn coher we Fx $3,359 $3,099 
PACCLITI TS ECEIVA DlOne searciain kee eho SG tate oes 171,829 214,057 
PAVEHIGE Opec on oe Brees oso thas a ee EO e 52,281 57,641 
PetCL Ey VAIS ONC Sre.c1. ose oanteess srearoie Sealed 5,235 5,345 

OUNCKVASSE TS, win nn averse sistant since Some eta t $232,704 $280,142 
PETC ABSCES coor leue ty ste iotete bic c fapialele Aas wieiesocs 6,048 2,878 

OPAL ASSETS 5 nu onclo we Sol cienoe sce ee BOTS $283,020 
Fatlis payables DAMKS).o% si aves: sies's wiacle > reer wie $12,500 $20,600 
Bills payable (mdse.)..... estat titan ene as 2,100 
Accounts payablels .2:. <0. rover aiancketavalerae iat 54,174 73,387 
NCCHHEANLEMS ais adams cane acanss amines ies 3,045 3,197 
Other current liabilities.............. ile cere By LOT, 

CuRRENT LIABILITIES. ........ SO RAR As OLAS $97,184 
GCapitalistock.car.¢<01- «ie AA aren Seas gh sn are $1 OO;000 $100,000 
SUE plUSae asia <tacare Balser eis 8 we eiwisiisles AREY 63,736 85,836 

TO TARPETA BILITIES =. waa cients wicle cteral< claw. $238,752 $283,020 


gether with such cash income as may be derived from sales, may be 
sufficient to care for maturities among the current liabilities. 

The comparison of the two statements would indicate that the 
business is operating on a profitable basis. Net worth shows an in- 
crease of approximately $22,000. On the whole, the company seems 
to be functioning normally and appears to be a desirable risk for a 


reasonable line of credit. 
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The furniture and musical instruments trades (musical instruments): 
Statements of the ‘A’ Piano Company are set out below. The increase 
in quick assets of $33,000 from 1921 to 1922 is represented mainly 
by additions to the merchandise on hand. The increase in quick as- 
sets is almost exactly offset by a corresponding increase in current 
liabilities. The reduction in net worth of $6500 seems to have re- 
sulted from a decrease of the valuations placed upon leasehold im- 
provements and furniture and fixtures. 


BALANCE SHEET OF THE ‘A’ PIANO COMPANY 


I2-31-21 I2-31-22 
Cashieiiracd vou Sioes ans oe een ete tae rae aunee $5,999 $7,899 
‘ACEOtNtS TECEIVADIC soso he ais oe eee eee nie oles 8,021 10,071 
INotes receivable. iaicns..- caine oleo)saistortensiele savaicrs 143,317 143,883 
Merchandise cscies civics sit vatelele sot ears eetats) 6 102,024 131,145 


QUICK ASSETS. 2.0 2.00s ce esescsecesees $259,901 — $292,900 


Leasehold improvements.........ecesecceceacs 24,557 22,221 
uEniture and fXtUres ci. cheherce «:al's'aleiula eral oteleteve! ols 28,748 25,364 
PT OTA ASSETS cn. ccc esa oose eevee ++. - $312,666 $340,583 

Notes payable (bank)........... shee Aes $39,500 $45,000 
Notes payable (merchandise)... ..........eee0- 67,223 79,780 
INGCounts payalloleate:. cc asesctecciehe pote oie acainicionren eon 10,509 27,654 
Accrued ACCOUNTS 1. & as sells es Si esieinoreaereis ee OOS 183 
CURRENT) LIABILITIES (.. vice sareye civne a's ee PEEG, 237, $152,617 
INetewortliincamrtesy oc ssls ccaious Sines Aeeieely Toxeeee LGA 26 187,966 
PLOTALPIGIABILITING -tertsstcrarstetle eis cere $312,666 $340,583 

MALES 5 ss sie'aleie aio Winetelelatelatee wreiee ee $442,643 $530,981 


Although the increase in current debt resulted in a similar increase 
in quick assets, the proportion of indebtedness to net worth was 
raised thereby from 60 to 80 per cent and the current ratio was low- 
ered from 2.2 to1 to 1.8 to 1. A proportion of debt to worth of 80 per 
cent in the case of a company as small as this one is too heavy and in- 
dicates a condition of undercapitalization. The same condition is 
also indicated by the current ratio. 

If we assume a gross profit of 45 per cent and deduct that amount 
from sales, we find that inventory turned in 1921 two and one half 
times and in 1922 twoand one fourth times. The rate is too low and 
is probably one of the company’s troubles. It is not apparent why 
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turnover should have been higher in 1921 than in 1922, in the light of 
general trade conditions existing in those respective years. 

Receivables amount to only about four months’ sales in the 1921 
statement and to only three and one half months’ sales in the 1922 
statement. They appear to be low in both instances, for a business 
of this kind, of which long terms of sale are characteristic. Possibly 
the company has sold some of its receivables, but if this has been 
done, the contingent liability should be set out on the statement. 

It will be observed that receivables are principally in the form of 
notes and that the company has given its own notes for a consider- 
able part of the merchandise now on hand. Both of these facts we 
understand to be characteristic of the music business. 

On the whole, the company is not a particularly attractive credit 
risk on the basis of the 1922 statement. Possibly some additional in- 
formation along the lines indicated in this analysis might throw a 
little different light on the situation, however. 


BALANCE SHEET OF THE ‘B’ PIANO COMPANY 


: 12-31-21 6-30-22 
Mes epee eiee otc cl tb sietereare, chal eielsigahcusikiew es eaitos $15,845 $725 
PAGEGUNTS TECEIVADIC sficiselce cciciellniaase ce ces cae 6,184 9,421 
BS lssrecelyaAMle. ech eras oa aces Vers aes ale detetarnes 245,113 330,453 
PURER sI CISC vette raletoy teres fale resiam aise shapsveis-a,sie.6 ies 107,646 133,822 
Other quick assetsis ©, 6,./<:..61e,0\9;50\ « ain Solway 5s 303 8,551 


PEOTALOUICK ASSETS « coci. visiac'cs,n0 5 oven oie P390;151 $482,972 


Goodwillecccs ces eeeenes ER Sone waters e ae ae arsine 5,000 75,000 
Receivables past due............ pais <teayare spate 74595 32,500 
Other-assets. . os. 0.45 0s EA eae Cas ee en 25,713 25,743 

PHOTAG ASSETS: oe ton ors oo Dee an eye eee PS LO ASO $616,215 
Bills payable (bank).............-. ila dielenisiees POST G RS $67,958 
Bills payable (merchandise)............++++-0. 33,774 62,491 
Notes due discount companies.......... Se rie 85,495 132,493 
ACCOUNTS PAYA DIC cpenaisye aie Je isle Bie elard eae Sai Seasts s 43,339 63,207 
PNGCE UCC SIL CITIS: rare tenia iste o18 aiciv’e oie els s0he"s) 0,2) sel sys 10,516 784 
Other current liabilities). 55). 2.4% «2c stles oe ine 


ToraL CURRENT LIABILITIES...........++++-$238,479 $326,933 


Perererred StOC Cnislaicles oss :e%e 1019 siecle Ssspeceiahens Wiesaissere 123,000 123,000 
OG IMO STOCK a onielnsiaiso elesieventie. © sie a ae ein LL, 500 116,500 
CHissE: S45 eoonenpane Reclatars cemtie aia asteia naa caret, ACO 49,782 


EVAL LIABILITIES vis iv.es ales Sind 0 4.0100 0 0:3%,6,439518,459 $616,215 


‘ 
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Comparative statements of the ‘B’ Piano Company are given on 
page 337. As would be expected, receivables consist almost entirely 
of notes and exceed merchandise on hand by a substantial amount in 
both statements. 

Note the various forms in which the company has obtained credit. 
It has notes due to banks, trade creditors, and discount companies. 
It also owes trade creditors on open account. More than a third of 
the total current liabilities in the 1922 statement are made up of 
notes due discount companies, indicating that the company is lean- 
ing very heavily upon finance companies for working capital. This 
form of borrowing is costly and it is probable that the company has 
pledged or sold a very large part of its most desirable receivables. 

Even if we include the $75,000 of goodwill as making up part of 
the net worth, we still find the company to be in a badly undercapi- 
talized condition. In 1921 the current ratio was only 1.6 to 1 and in 
1922 it was less than 1.5 to 1. Current indebtedness in 1921 was 85 
per cent of net worth. In 1922 it was more than 113 per cent of net 
worth. In comparison with inventory, current debts were nearly two 
and one half times the stock on hand in 1922. 

Receivables past due amount to about 10 per cent of total notes 
receivable in both statements. 

The company would appear to be an unattractive credit risk. 


The lumber trade: Statements of a manufacturing company, a 
wholesale distributor, and a retailer are presented. 


1. THE ‘A’ LUMBER MANUFACTURING COMPANY 


If we may judge from the fact that organization expense is carriea 
among the assets, that the reserve for depreciation against the large 
investment in fixed assets is small, and that the company has only 
nominal current liabilities, owing nothing at all to banks, we may 
conclude that the ‘A’ Lumber Manufacturing Company has been in 
business for only a short time. This conclusion would seem to be 
borne out by the fact that, instead of having a surplus built up from 
operations, the company shows an initial loss which has resulted in 
an impairment of capital. This impairment would hardly exist in 
the absence of substantial current liabilities if it did not represent 
losses incident to getting the business under way. Consequently we 
have no indicated past record of this company to aid us in determin- 
ing its desirability as a credit risk. 

Quick assets are greatly in excess of current liabilities, as they 
should be in a newly organized company. Cash alone is more yee 
adequate to retire all the current liabilities. 

The principal point of interest about this statement is the Ponty, 
000 of outstanding timber notes which are secured by a lien on the 
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BALANCE SHEET OF THE ‘A’ LUMBER MANUFACTURING COMPANY 
AS OF 12-31-23 


NIE eee CCR ICE rec k tavass je ois coves ovaeciecbe .-. $53,595 
ACCOUDES TECci valorem cece ss eho canon eet Soe ee 21,020 
ree OEE tae’ Crd So ec Oe ec leica SOURS ENG 63,252 
SOSH AUG UN PELs PLOCeSS s\< 6 o.oo lee eae ek eee 48,889 
SUD a ESO cs 7a Io Sa ORE ec a 2,566 

RR IGT alee sina go a areal s(o.civiank 4 646 ccdks a's edo eee $189,322 
BO a CSU Ltaneeee ty aos o cictercie:e sini vicia aiT oT tices onde Moe oe Seki dc $19,854 
Boivin patience en ete se cere s wate s tins he ee eee een 968,944 
soa Watastl elani TarOad SECC. ee peek ce ee sees aslee ese 225,452 
Phe famanoliran Gers vast cities coke tents oo oes Sati ertlens Cane ee 4,377 
Oreaniestionsexpense.kclos tur, Sees ae oni hee oe oe ae 1,590 

POTAT ASSETS raat aise se tie a eke Stare bee aici wiena sie ek $1,409,539 
Accounts payable........ fates Mea io SIS oI ec eve lain tev ote $501 
EVE ROU CACCENEU 21 cictole ois eesti achat S assiaraysini ccs > ob HO Seer eae 5,007 
PRL CREST ACCE UCU Rata ei s55)Ssyniaya aus stoise so MASI M sae asians & 4 68 a 10,825 
phaXea ACCrulCee entitle a 'cide siarna eles sain ae SoU cas Besse eeee 8,400 

CURRENT LTABILITIES «swine é ein soins ee peti ealsiciniainls siete D247 23 


Timber notes: 


DUA PIL PAL ODS ac ce biisisstaw'sctea sv osm oltta oy $200,000 

PPNEE ANE 2 TO2O nae sae heels eo oa sine bjans ae, See 200,000 

PO NeCA ord 2 102 Fcipe stale is ho els ois areers ele » «+ +200,000 

PO GeeA PTH 2 VIOZ8 pei wic.nio sores 20's isa.8lsini ators 100,000 $700,000 
Reserve foc. depreciation os. ciate soi. awisieys serauarcyelA jesse isiecs ae 4,497 
Ganitrlistockis, = sotrrciea-cte weiner plotein ares sho as $700,000 

ABeas OPELALIIG ELICIE. = aia olereycinersiolereie es oist0 19,691 
Net. capital unvestinent..4.21.ciis.2 13% woes siniaco:s re Acar pera pales OSO;Z00 

TOTAL) LAARILITIESS oa ce einncicicee oats ae eels vs were’e. s'r'git' <P1,400;539 


standing timber of the company valued in the statement at $968,- 
944. These notes mature serially. There are two points concerning 
them which would be of interest to the banker. The company must do 
sufficient business to care for them as they mature, and in the second 
place the company should furnish information as to how it is pro- 
tected against the risk of loss from fire and storms, for the notes are 
not only secured by a lien on the timber but also by the general finan- 
cial responsibility of the company. When it is considered that the 
notes are in excess of the net worth, the possible consequences of a 
disastrous fire are apparent — especially if the timber holdings are 


within contiguous areas. 
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2. THE 'B’ WHOLESALE LUMBER COMPANY 


Observe the absence of merchandise inventory and the heavy 
amount of receivables. The reason for this is the fact that the whole- 
saler makes his purchases only against actual orders which he has 
booked; and, since shipments are made for the most part direct from 
mill to the user of the lumber (the retailer), the wholesaler does not 
carry the lumber in his assets at all. Receivables appear, instead. 

The company has a good cash position. Current liabilities are 
small, both in proportion to quick assets and in proportion to net 
worth. 

Surplus is small, but this seems to be due to the fact that the com- 
pany pays out in dividends most of its net profits. Although surplus 
is shown to be only $1417, earnings during the year available for 
credit to the surplus account amounted to nearly $15,000. 


BALANCE SHEET OF THE ‘B’ WHOLESALE LUMBER COMPANY 
AS OF II-—30-23 


Cashes ciie.d waveatermg a via aia $34,774 Notes due banks...... $40,000 
Receivables...........-. 185,143 Accounts payable..... 33,668 
Accruals.44 2002 458 

Quick ASSETS......... $219,917 CuRRENT LIABILITIES $74,126 
Mueniture etch 0 sarees 5,626 Capital istock:-.cs.2ee 150,000 
Surplussd: capes asc 3 1,417 

Toray AsSETs.........$225,543 Tora. LIABILITIES. . $225,543 


Net earnings for year after all deductions... .$14,713 


3. THE ‘C’ Retait LuMBER Company (see page 341) 


The company is operating too largely on borrowed capital. Not 
only is current indebtedness in excess of merchandise inventory, but 
it is also heavy in proportion to net worth. In fact, current creditors 
have only $37,000 less at stake in the business than the owners them- 
selves. 

The merchandise is not clear of debt, since the company owes 
trade creditors a sum equal to nearly 73 per cent of its book value. 

We are informed that the company’s usual terms of sale are 60 
days. The open accounts are in excess of merchandise but are equal 
to only 69 days’ sales, which in the light of the terms of sale, may be 
regarded as about normal. The notes receivable are comparatively , 
small in amount and would indicate either that the company does 
not engage to any considerable extent in the financing of building 
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BALANCE SHEET OF THE ‘C’ Retatt LuMBER CoMPANY 
AS OF 12-31-23 


Cash on hand and in bank.......... 
Notesrecciva blati inthis cc siocacaceine 


Merchandise inventory............. 
RDG RAICIOARSETE a eis.as cvicw o's 3% 


DOUICKASSEES Sout oe cee ee eee ek 


Real estate and buildings........... 
SRHLOMEAITC EEICK Saisie spine wcsise os 6 


Notes payable to banks............ 
Due on merchandise............+.. 


GuURRENT LL YABILATIES, «.c1./0 Jon wis 


Reserve for depreciation............ 
apical stock saps als casiece. sais cate 
SSN T AI Groner seis enves te a rarsre a aseas a wielwle sia 'S se 


APOTAL CL AABII LIVES cc ceteicis Oia ca e.c = 


ee  ) eeee 


ee ee ee | 


ry 


ee ec 


ey 


| 


tees eee eee ere seeeseeene 


| 


ee ee | 


ee oe ey 


eee et ee eee eee reer eene 


eseeeene eeree 


Gia tata ts attads Cate ayaa a: aeahcla (oe $14,092 
Aecbiakiae AOC POO ere LOO 


28,793 
wiae'ga ses P2O4.031 


INCOME ACCOUNT OF THE ‘C’ RETAIL LUMBER COMPANY FOR THE 
YEAR ENDED 12-31-23 


DEBIT 

Merchandise beginning of 

SA peer tascce: ris crate cals tors $74,400 
Merchandise purchased... 415,922 

TOPAD ais since t we wins tiime A OO 2S 
Cost of sales. .3......: : . $401,796 
Interest and discount paid 2,762 
Salaries and wages....... 38,685 
Income tax paid......... 3,286 
Other operating expenses 21,781 
Depreciation. .... wane od NROROS 
Bad debts. .52.00.. «+1.» 3,639 
Miscellaneous expenses... 1,969 
NET PROFIT. ws 202 eae 21,559 

SDDAL A aieierevaislolersis.cieson $503,562 


Buy and sell on sixty days’ time. 


CREDIT 

Merchandise end of 

Wear sokaiswinr aa eles se $88,526 
Cost of sales..... ee cts 401,700 

SLOLAL ne tevatere eisisiereie PAQO,322 
Salesrasstiv cue u cei ees $501,949 
Interest on notes...... 1,073 
Other income... 5.60. 540 


OLA is gale visas  P503;502 


‘ 


342 APPENDIX 


operations or that it has disposed of most of its notes taken in such 
operations. If the latter is the case, and if a large part of the sales 
were really made on a note basis; then it may be that the accounts 
are too heavy —i.e., too heavy in proportion to the sales actually 
made on an open account basis. We should inquire as to just what 
sales were made on an open account basis and what sales were made 
on a note basis. 

Comparing inventory with sales at cost, we find that the turnover 
is better than four times a year, a very satisfactory rate. Gross pro- 
fit is normal at approximately 20 per cent of sales. Net profit 
amounts to more than four per cent of sales or 14 per cent of the 
stockholders’ investment in the business. This is fairly satisfactory, 
but it seems that in view of the exceptionally prosperous times the 
lumber trade has had during the past several years, net profit 
should be higher. 

One reason for the fact that net profit is no higher is to be found 
in the practice of the company to forego its cash discounts. The dis- 
count offered by mills amounts to 2 per cent, and about 80 per cent 
of the retailers discount their bills. This company states that it buys 
on 60 days’ time and the outstanding accounts payablebear out the 
statement, inasmuch as they amount to about 60 days’ purchases. 
Instead of discounting, the company takes the full net terms period 
before remitting for its purchases. Two per cent on the purchases 
during the year in the amount of $416,000 would have added consid- 
erably to the net profit, even though it might have been necessary 
to increase bank borrowings. 

To summarize: The company is doing a satisfactory volume of 
business for the amount of its capital investment and for the amount 
of merchandise carried. Collections are apparently satisfactory also. 
Gross profit is normal. Net profit should be higher, however, and 
this could be brought about by reducing expenses (possibly), but 
particularly by taking discounts. The aggregate of the indebtedness 
is heavy in proportion to the net worth, however, and this may make 
banks reluctant to increase the company’s lines, even though the 
proceeds were to be used to retire trade indebtedness. An improve- 
ment could be made in this direction if the company would leave its 
net earnings in the business.* 


MISCELLANEOUS 


The contractor (building): The statement of the ‘A’ Building Con- 
tracting Company appearing below would indicate that the company 
is in a fairly satisfactory condition. Particular attention is called to 

* This was not done in 1923 because a footnote in the auditor's report from which the 


statement of the company appearing above was abstracted stated that a 1 
dividend was paid in that year. ais per cent 
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the large amount of cash. The cash position is very strong. The com- 
pany had no materials on hand at statement date, the bulk of the 
quick assets being made up of receivables. The accounts receivable 
no doubt represent estimates which have not yet been accepted by 
the representatives of the owners of the buildings under construction, 
although, owing to the importance of this item in the statement, 
specific inquiry regarding it should be made. The presence of nearly 
$26,000 in bills receivable might give rise to question on the part of 
the banker. They may in large part simply represent mechanic’s or 
material man’s liens for work done and materials furnished. The 
current ratio is satisfactory, being in excess of 1.5 to 1. Observe that 
nothing is owing to banks but that a substantial amount is owing to 
trade creditors. Most of the accounts payable will no doubt be due 
within a comparatively short time, possibly within thirty days, and 
should be cared for out of collections from the receivables. 

The investment in machinery and equipment appears to be some- 
what disproportionate to the net worth of the concern. There is no- 
thing on the statement to indicate to what extent such assets have 
been depreciated. 

Subject to some inquiry into the nature and quality of the receiv- 
ables, the statement is fairly satisfactory. 


BALANCE SHEET OF THE ‘A’ CONTRACTING COMPANY AS OF 12-31-23 


(Reh SSS sae $39,477 Accounts payable..... $62,256 
Accounts receivable...... 87,734 Payroll soma sess uarstonae 14,129 
Notes receivable......... 25,900 Federal taxes......... 17,607 

Quick ASSETS......... $153,111 CuRRENT LIABILITIES $93,992 
Machinery and equipment 66,820 Capital yuacecer Sate 50,000 
Real estate and building. 5,184 Sirphasys. soviet spre sporaners © 81,123 

(LOPAL ASSETS 2 nee > $225,115 ToraL LIABILITIES. .$225,115 


On page 344 appears the financial statement of a contractor who is 
unquestionably in an unsafe condition. Observe the small amount of 
cash in proportion to notes payable to banks and in proportion to 
total current liabilities. Observe also the large amount of receivables, 
upon the quality of which depends the solvency of this particular 
contractor. Accounts payable are very heavy. The total current 
liabilities are in excess of net worth by $30,000. The business is oper- 
ating too largely upon borrowed capital. This fact is seen also from 
the small margin of quick assets over current liabilities. 

Before extending credit to this business, the banker should call for 
a schedule of the receivables showing when they are due and from 


‘ 
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BALANCE SHEET OF J. J. B., BurtpInG CONTRACTOR 
AS OF 12-31-23 


CRSN AED, cote dear noua $4,183 Bills payable......... $50,000 
Accounts receivable...... 254,769 Bills payable (mdse.).. 24,714 
Bills receivable.......... 5,790 Accounts payable..... 164,432 
Materialasi ise es «ore 15,958 

QUICK ASSETS. 4 5.0.0..0.- $280,700 CurRRENT LIABILITIES $239,146 


Stock in V. E. W. Invest- 
ment and Loan Com- 


DANVrocisc ise eee 100,000 Real estate mortgage.. 9,000 
Machinery and equip- Net: worths. .0si5%0 <a 209,296 
WEN tescioserne Holo acces 41,742 


Real estate and building.. 35,000 
Tora ASSETS. .......$457,442 Tora LIABILITIES.. $457,442 


whom they are due. A similar schedule of the outstanding payables 

should also be furnished. As a matter of fact, owing to the grossly 
. undercapitalized condition of the concern, it is doubtful that the 

banker would care to interest himself in its affairs in any event. 


The contractor (paving): Owing to the nature of the business, it is 
not surprising to find on the statement of the ‘A’ Paving Company 
(page 345) thatreceivables amount to more than four times the inven- 
tory on hand. The receivables are made up of paving certificates in 
the amount of $83,700, accounts receivable of $100,005, bills receiv- 
able of $19,278 and work in progress of $145,660. 

Most of the current liabilities are in the form of payables to 
banks, which is normal. The current ratio is 1.6 to 1, which, owing to 
the nature of the quick assets, may be regarded as satisfactory, par- 
ticularly since the company owns a large plant entirely free of debt 
and since the total indebtedness is only about 30 per cent of the paid- 
in capital stock and surplus. 

This company makes its own paving composition, which accounts 
for the very heavy investment in plant. On the whole, the statement 
is satisfactory. 


The statement following of the ‘B’ Paving Company is not satis- 
factory. The company is depending too heavily upon trade creditors 
and banks for its working capital. The creditors have $45,000 more 
invested in the business than the owners, and this leaves out of con- 
sideration more than $28,000 of deferred liabilities. Accounts pay- 
able appear to be unusually heavy relatively to the bank borrowings, 

1 The reader may be interested to know that this particular concern was declared in- 


solvent and its affairs placed in the hands of a receiver within eight months after the 
statement above analyzed was rendered. i 
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BALANCE SHEET OF THE ‘A’ Pavinc COMPANY AS OF 12-31-22 


BTS) NER eS heh brow $31,427 Due to banks....... $190,226 
Accounts receivable.... 100,005 Accounts payable.... 59,197 
Bills receivable........ 19,278 Taxes, interest and 
Paving certificates. .... 83,700 other accruals..... 37,537 
Work in progress....... 145,660 
Material on hand...... 82,251 

Quick ASSETs....... $462,321 CuRRENT DEBTS.. $286,960 
Plant and realestate.... 551,455 Capital stock........ 600,000 
Equipment, etc........ 216,718 SHOMPLW Gs sees niece oe 389,603 
Unissued stock........ 46,069 
Other assets...... mise ee 

Tora ASSETS....... $1,276,563 ToTAL LIABILITIES $1,276,563 


BALANCE SHEET OF THE ‘B’ PAvING CoMPANY AS OF 12-31-22 


NSHa eres See A $11,502 Due to banks....... .. $75,000 
Accounts receivable...... 162,030 Accounts payable..... 135,206 
Bills receivable.......... 2,330 
Paving certificates....... 63,684 
Retained on contracts.... 58,929 
State and city warrants.. 34,898 
Work ia progress........ 18,890 
Quick ASSETS......... $352,263 CurRRENT DEBTS... .$210,206 
Plant and real estate..... 10,000 Deferred liabilities.... 28,144 
Equipment, etc.......... 37,903 Capitalsstock, co sass 150,000 
Other assets...... Sane Says) SULDLUS sess ae oie Darien Geekeh 
Tora. ASSETS........$403,745 TorTAL LIABILITIES. . $403,745 


and some inquiry might be made as to why this is the case. With 
the exception of about $11,500 in cash, all the quick assets are made 
up of receivables of one form or another. Accounts receivable are 
relatively very large, and some detailed information concerning them 
might well be obtained. 


The oil producer and refiner (the producer): In the statement of 
R. I. C. appearing on page 347, note the large amount of receiv- 
ables. Inasmuch as the oil producer is paid usually every fifteen days 
for his production, the receivables should not represent more than 
fifteen days’ runs at the market price, provided they have not arisen 
from transactions other than oil sales. From a schedule on the state- 
ment we learn that this producer’s share of the production of his wells 
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is 284 barrels a day. At $1.60 per barrel, the approximate price at 
statement date, fifteen days’ production would be represented by 
only $6800 in receivables. Therefore, it is clear that this large 
amount of receivables could not arise from oil sales. But we are not 
told what they do represent. Probably they have been taken as part 
of the purchase price of certain leases or interests in leases which the 
producer has sold; and if this is true, they may not only not bea 
quick asset, but they may even be of no value at all unless oil is 
found or unless the makers are responsible. In any event, the item 
should be explained. 

Note the small amount of oilin storage. Only 1100 barrels valued, 
at $1.60 per barrel or $1760 is so carried. As indicated in our preced- 
ing discussion of this business, it is not customary for the producer 
to store oil, but to run it almost directly from the wells into the 
gathering pipe lines. 

Observe the large amount of the item captioned ‘ producing leases.’ 
This constitutes the great bulk of the assets, and therefore of the net 
worth. It is interesting to observe that since the producer has a daily 
production of 284 barrels, he is placing a value upon it for balance 
sheet purposes of over $1100 per barrel. It is not stated as to what 
constitutes the basis of this valuation — whether the production was 
purchased at that figure, or whether the market price for such pro- 
ducing leases was at that figure on statement date, or whether the 
figure represents an attempt to appraise the present value of the es- 
timated future production of the leases. Since the wells are produc- 
ing on an average of only eight barrels a day, there can hardly be any 
doubt that the production is settled. Flush producing wells in the 
same fields generally come in at about 100 barrels a day. Since, there- 
fore, the production is settled, we may look with some confidence 
upon the stability of the value of this producer’s leases; but we may 
doubt that they are worth at the rate of more than $1100 per barrel. 
We have no information as to how long wells in this territory, with 
about the same amount of production, will continue to produce pro- 
fitably. 

No information is furnished regarding the amount of offset drill- 
ing expense which confronts the producer. This is important. Since 
his production all seems to be settled, however, it may well be that 
offset drilling on the leases which he now has ona production basis is 
not a cause of worry. Offset drilling is generally done in the early 
stages of the development of a lease. 

The amount of borrowed money from banks is large, amounting to 
about $46,000. It is clear from a brief analysis of the data furnished 
on the statement that most, if not all, of this money is being used in 
development work, and since those leases which are now producing 
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BALANCE SHEET oF R. I. C. As oF 1-1-24 


Cash on hand and in bank $3,500 


Open accounts, pay- 


Accounts and notes receiv- Bblescis hac ome $8,000 
able (Sood) cSee Aero. 36,000 Notes to this bank.... 26,000 
Oil in storage (1100 bbls.). 1,760 Notes to other banks... 20,000 
Pipe, supplies and ma- Notes to others....... 4,000 
terialin stock notin use 2,000 Other current liabilities 1,500 
Investments stocks and 
Ons. asa ee ete 11,750 
Producing leases (see 
Schedule A)........... 327,500 
Quick ASSETS......... $382,510 CurRRENT LIABILITIES $59,500 
Real estate (house)...... 31,500 INEELWOLEL See tre nis 406,710 
Undeveloped leases 
(EEO a Se 2 oe 26,000 
Machinery and tools..... 12,700 
Other assets — diamonds 1,500 
UtOIMODUES st. oe see, sce 0 6,000 
Furniture and fixtures.... 6,000 
VOPAL ASSETS... 55S $466,210 Tora LIABILITIES. .$466,210 


ScHEDULE ‘A’ — Ort PropucinG LEASES 


Num- 
ACRES BER 
IN OF 
LEASE |WELLS 
26 


VALUATION 


$100,000 
35,000 
20,000 
112,500 
25,000 
35,000 


appear to beona settled production basis, and therefore are probably 
not being subjected to further drilling, it would seem that the pro- 
ceeds of the bank lines are being used to drill in the undeveloped 
acreage shown on the financial statement. If this money were being 
borrowed for strictly commercial or short-time purposes, it would not 
exceed an amount necessary to carry in storage such oil as may not 
have been sold and to pay the operating expenses incident to raising 
a fifteen days’ production (for at the end of fifteen days, the pro- 
ducer would be paid for that production by the pipe-line company). 
The cost of raising fifteen days’ production on this producer’s leases 
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BALANCE SHEET OF THE ‘A’ Or CoMPANY AS OF 12-31-22 


ASSETS 
FIxED ASSETS: 
Oil and gas leases.......... 
Oil well equipment......... 
Lease equipment........... 
Furniture and fixtures...... 
Automobilevic sees. ceen aces 


CurRRENT ASSETs: 
Accounts receivable from 
pipe line companies....... $10,042 
Miscellaneous receivables.... 5,325 


Olin tanks 303 2.0. 2ne ae 


Escrow depen cin reat 


LIABILITIES 
CAPITAL LIABILITIES: 
Capital stock (outstanding).. 
Less deficit....... ERAS 


CurRENT LIABILITIES: 
Accounts payable to trade 
Creditors sti ie es $53,752 
Due officers and employees.. 1,689 
Miscellaneous payables..... 2,712 


Accrued taxes..... Soe 

Notes payable..... Riis sem ao 

Bank overdraft........ Soon 
RESERVES: 

Depletion oil reserve....... : 


Depreciation on — 
Well equipment......... 
Lease equipment.......0. 


$1,530,553 
357,824 
159,262 
1,596 
1,052 


15,368 


2,317 
6,002 


_ $1,479,220 


484,325 


58,153 


3,178 
12,212 
1,788 


~.__.. 
629,851 


257,871 
116,857 


$2,050,290 


23,687 


830 
$2,074,808 


$994,894 


751333 


1,004,580 
$2,074,808 
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INcoME AccouUNT OF THE ‘A’ Ort CoMPANY FROM 
I—I-22 TO 12-31-22 


INCOME: 
Income from oil prodtiction -. 66... .eeecaceesccs $246,028 
Other operating income....... SERA CIOR ICE RSs Rome 275300 
Gross OPERATING INCOME....... Rearata aie oo es $273,418 
EXPENSEs: 
EMOUNEUION 2 ata Soa ieee avsteree)s Brsiainele sia peta atsis oes OZ OLA 
Administrative...... SSE COC AITO es Oe eas 36,053 
: $98,868 
NET OPERATING INCOME BEFORE DEDUCTING 
DEPRECIATION AND DEPLETION.........54+5+-$174,550 
DEPRECIATION: 
Mel-equipment::.sececc sek ceeak toe ce 8 seecesce $56,514 
Lease equipment...........-. apa iataraletolel oie Sorina hates’: 


PIEPER TION cists s sice akan otaag Caw nem aetele bh bie AER eaE LOOALO 


$261,514 


349 


NET OPERATING LOSS........-ececceesesccees $80,964 (Red) 


OTHER EXPENSES AND LOsSEs: 


Development expense...... swajsisiaare alsin eto Us ease S25, 108 
Lease and land department.......... Ree Rae eae ee dS. 

Depreciation — Nonproductive leases 
Well equipment... o..5, sess are woe ee asain yASyAe 
FSCASEECLUIPOICHES > ak wialdeus wiclst cielo shisia RS 729 
Losses on sales and transfers of equipment........ 6,696 
Bonuses and commissions...........+++. ewe ae 325 
Lease rentalec savin «esos she ete seh ce aetrs Sees 583 
Interest paid...... rate Wie ceulciniata/sierate'e Raids sige a aayeeee 17 ee 
[ease charged Offa sie siclsiess jos sc bw. 6 sles ore Mota 215 
INLiscellanCOUS sins. sors aereisleiaiats'm ste e-winials otto ee mie aiags 201 
$45,262 


$132,226 (Red) 


OTHER INCOME: 
Interest received...... BRT OR ape ae eas SPOOLS 
DaG Adams: Contracts siecuuiies sce eels enieie esis 2,040 
Sale OF: Old Luin g=s.o% sls o/oi0in 615.01 sin Sjeisieiele'o-e. 01 ‘ociatele 50 


$1,736 
DissWOR VEAL, .scachoccevs so 8os veeae ess e-9130,489 (Red) 


‘ 
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may be calculated from the data furnished, and will be found to be 
about $1000. The cost of producing the oil which the operator is 
carrying on hand will be found to be about $270. Therefore, he 
should not borrow from banks more than about $1300, if we leave out 
of consideration his development work. This shows quite clearly 
how the producer is using his bank lines. 

It is interesting to observe, however, that he is keeping his bor- 
rowed money reasonably within the power of his present settled pro- 
duction to care for. If the producer should drop his development 
work at this point, his present settled production would, after meet- 
ing all operating expenses ($68 per day), yield enough income to en- 
tirely pay off the bank lines within 120 days. 

With a little supplementary information in line with what has 
been pointed out above, this producer would seem to be entitled to 
some credit from his bank. His production is apparently settled. 
Unless the moral risk is prime, however, and unless the producer’s 
operations are skillful and conservative, it would be the part of wis- 
dom to take an assignment on his oil runs. 


On pages 348 and 349 will be found the balance sheet and income 
account of the ‘A’ Oil Company. The bulk of the assets of this com- 
pany consist of oil and gas leases valued at $1,530,000 and sundry 
oil well and lease equipment valued together at about $517,000. The 
valuation placed upon the oil and gas leases may include a large 
amount of appreciation, if we may judge from the fact that a heavy 
depletion reserve is carried among the liabilities. In other words, 
this company has apparently availed itself of the privilege granted 
by the income tax authorities of estimating and placing a value upon 
the probable future recoverable reserves of oil and gas in its leases, 
and is charging out of its income each year an amount to take care of 
the depletion of the reserves. This, according to the regulations of 
the tax authorities, might be considered a return of capital and a 
deduction from revenues before calculating taxable income, but we 
are not informed as to what the appreciation in the leases amounts 
to, nor are we provided with any data concerning the number of wells 
the company has and the production from each well. In short, we 
are at a loss to determine the reasonableness of the valuation placed 
upon the leases. 

Observe the small amount of quick assets. This is normal on ac- 
count of the short terms on which the crude oil is sold and the fact 
that the company does not carry much oil in storage. Attention is 
called to the large impairment in capital, but when we consider the 
income account and the large reserve for depletion, it will be seen that 
in a sense this impairment has arisen through heavy charges for de- 
pletion. While attention has already been directed to the large 
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amount invested in oil well and lease equipment, it should be noted 
that these items are very largely offset by heavy reserves for depre- 
ciation. This is proper, for such assets depreciate rapidly. 

Current liabilities are substantially in excess of quick assets, but 
this is occasioned by the fact that the company owes nearly $54,000 
to trade creditors. It would seem that this amount must be owing 
for oil well and lease equipment. 

We find from the income account that the income of the company 
amounted during the year to $246,000, with total production and 
administrative expenses of $99,000. After adding other operating 
income, we find that the net operating income before deducting de- 
preciation and depletion amounted to about $175,000. We know 
that this company would charge off as much for depreciation and 
depletion as possible in order to avoid taxation. Depreciation charges 
during the year amounted to about $75,000, so that the net operat- 
ing income after depreciation amounted to about $100,000. Charges 
for depletion totaled $186,000 and left the company with a net operat- 
ing loss of $87,000. The point to be stressed here is the fact that a 
loss resulting from depletion charges is not to be interpreted in the 
same light as an ordinary operating loss in other lines of business, for 
the reason that unless the company actually paid cash or its equiv- 
alent for the leases inan amount equal to their appreciated value, the 
depletion charge does not represent an expense or loss to the com- 
pany at all, but simply a writing down again of a value that had been 
placed gratuitously in the balance sheet in the first place. After 
allowing for certain other expenses incurred principally for develop- 
ment purposes, we can see that, if the depletion charge be omitted, 
the company operated at a profit. 

Therefore, we are in a position to understand the heavy impair- 
ment in capital. In all probability it has been occasioned by the fact 
that depletion charges each year have caused a deficit in earnings. 
One of the principal criticisms of the manner in which the company 
renders its balance sheet is that the appreciation of leases (which we 
all along have assumed to exist) is not earmarked in the net worth 
accounts. The only net worth account shown is capital stock; con- 
sequently any deficit in earnings, whether caused by depletion or 
otherwise, would have to be shown as an impairment of capital. 

It should be stated here that if the company actually paid cash for 
the leases in the amount at which they are carried in the statement, 
that is, if there is no appreciation of values through mere appraisals 
and book entries, then the impairment in capital is very real in- 
deed, and the deficit in the last year’s operations arising from de- 
_ pletion is also very real. 


The oil producer and refiner (the refiner): Comparative balance 
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sheets of the ‘X’ Refining Company indicate that the company did 
not have a successful year in 1923. In the latter part of the year, it 
placed a heavy mortgage on its plant. For the purpose of analyzing 
and determining, as well as we can, what the outcome of the com- 
pany’s operations was for the year, we may ignore temporarily the 
bond issue and its offsetting items of bond discount and expense, 
sinking fund, and unused cash proceeds from the sale of the issue. 
We find the following changes to have taken place during the year: 


Quick assets decreased......... pact week Came . - $13,000 
Current liabilitiés increased 32.5 occeeeseneuese L000 
Fixed assets increased............-. 9 ava, Siala otaraate - 45,000 


Surplus and reserve decreased.........++2++++++ 24,000 


BALANCE SHEET OF THE ‘X’ REFINING COMPANY 


12-31-22 12-31-23 

Cashiinibanks gee ates os eae? Suk aceree $53,582 $41,425 
Cash? (from bond * issue) a. sme Secs dow 87,355 
Accounts receivable............ bictohateiateraten ACG 19,299 
Inventory of crude oil......... S ciateirnciees 18,565 5,609 
Inventory refined products............+. 6,950 7,459 
(JOICK, ASSETS «1c siciemiucis'e genie vere 6,8 08 6207s 505 $161,147 
Prepayments.nms. «cs « OsinGr Obese cee ce | t,000 2,998 
Sinking fund with Trustee..... Sake ot 12,845 
Bond discount and expense...... ae eeee we 10,722 
Refinery...... Heats Reoge ofalwlc apne raiee are ere Ad OS ITO7. 209,711 
Pine lines.csti wees ee Rieieicais ae = & niaeielssien COS TOL 63,553 
Other assets......... sipintete’ o1nrs'acsie de Qusiwieies aS asO57, 12,982 


SLOTAL ASSETS vince’ ccieues tp W avenues 03335400 $473,958 
ACCOUNTS PAVADIGs hace sien sieaaeekunewar +, 925,040 $25,713 
Notes Payablesianney ce xwcuecses esau ee 47,500 
Accrued items...... Race ew ea ev eee y ean (2 7OT 4,166 


CurRENT LIABILITIES...........0++.. $26,541 $77,379 


Reserve for depreciation............++-. 53,795 87,843 
icapital-stock se siuimicass cs wis 4 nleisinisie's ain, 250/000 250,000 
SSULDIUS tantnny eee s canes SN SoU ey jo14*(Red 
6% 2-year bonds, due 1925........eee000. ean 


TOTAL LIABILITIES. .........0+00060+-$333,460 $473,958 


* Before tax deductions for the current year, but after tax deductions for the preceding 
t Original issue $130,000 — repayable in twenty-four monthly installments. 
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Thus the company not only suffered a loss in its operations sufficient 
to create a substantial impairment of capital, but also used a large 
amount of its liquid capital for the purpose of plant expansion. This 
practice is usually not to be approved, even in the case of concerns 
capable of operating at a profit; it is to be especially censured in the 
case of a company which is operating at a loss and without a surplus 
to absorb the loss. 

By issuing the bonds in the latter part of the year, however, and 
holding the cash received from the sale in the quick assets, the com- 
pany was able to restore, at least temporarily, its working capital 
position. Cash constitutes the bulk of the present quick assets. The 
banker should ask what has been done or will be done with it. 

Attention is called to the bond issue. A number of questions arise 
concerning it. In the first place, the bonds have less than two years 
to run. They are a very heavy encumbrance on the fixed assets. 
The company is having to pay dearly for the money. Aside from the 
coupon rate of 6 per cent interest which the bonds bear, the company 
has already paid discount and expenses amounting to nearly $11,000. 
Altogether, the money is costing at the annual rate of about 15 per 
cent. The underwriters of the bond issue drove a hard bargain, and 
they did this because the company had to have money. 

As the situation now stands, the creditors of the company have 
nearly as much invested in the business as the owners. The risk is 
not attractive. 
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Accounts receivable, 8 
Analysis of — 
Commercial and industrial state- 
ments, 6 
Farmer’s statement, 31, 71 


Marketing (Chapter vi, p. 165), 
53, 77, 83 

Production, 54 

Seasons, 52 

Yield per acre, 86 


Live-stock man’s statement, 36 | Cotton merchant and exporter, 


Automobile dealer, 204, 327 


Bank deposits, 253 

Bankers’ acceptances as secondary 
reserve, 242 

Banking house, 250 

Bills of exchange, 249 

Bonds, 249 

Borrowed money, 260 

Building contractor, 218, 342 


Call cotton, 174 
Capital, working, 109 
Farmer’s lack of, 86 
Capital investment, country bank, 
239 
Cash, 8, 251 
Commercial paper, 242 
Community and the country bank, 
276 
Comparative analysis, 27, 36 
Concentration of credit, 246 
Contractor — 
Building, 218, 342 
Paving, 218, 344 
Coéperative marketing, 53, 83 
Cost of production of — 
Cotton, 56, 283 
Live stock, 129, 283 
Mutton and wool, 286 
Wheat, 46, 281 
Cotton — 
Area of production, 50 
Call cotton, 174 
Cost of production (Appendix 3), 
56, 283 
Holding, 53, 54 


165, 299 
Cotton mill business, 147, 287 
Cotton seed oil mill, 152, 289 
Country bank, 91, 237 
Financing the farmer, 67, 78 
Management of, 273 
Credit extended to farmers, 67, 78, 
104, 105 
Current ratio (see particular line of 
business), 12 


Debt to worth, 16, 35 
Deferred assets, 9 

Deposits, 238, 242, 253 
Diversification, 115 

Dry goods, wholesale, 201, 317 


Exporting cotton, 165 
Extension of credit to farmers, 67 


Farm implements, distribution of, 
181, 301 
Farmer — 
Borrowings, 67, 105 
Economic condition of, 41 ff., 
86 ff. 
Extension of credit to, 67, 78, 
105 
Financial statement, analysis of, 
71 
Income from cotton, 55 
Income from wheat, 45 
One-crop system, 92 
Statements (see Chapter 11) 
Working capital, 86 
Financial statements (see Chapters 
1 and m and Appendix 5) 
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Analysis of commercial and in- 
dustrial, 6 
Farmer's statement, 31 
Live-stock man’s statement, 36 
Financing cotton movement (see 
Chapter vit), 165 
Fixed assets, 9 
Flour milling industry, 159, 293 
Furniture and fixtures, 250 
Furniture trade, 210, 333 
Futures, buying and selling of, 150 


Goats — 
Area of production, 141 
Kidding season, 142 
Production, 142 
Shearing season, 142 

Good will, 9 

Grocery trade, wholesale, 185, 304 


Hardware trade, wholesale, 189, 
305 

Harness and saddlery business, 
162, 296 

Hats — 
Men’s, 201, 322 
Women’s, 201, 320 

Hay, feed and grain business, 191, 
310 

_ Hedging, 150, 157, 160, 172, 176 
Holding cotton, 53, 54 


Individual deposits, 253 

Installment selling, 205, 210, 216 

Insurance, 178 

Inventory turnover (see particular 
line of business), 19 


Jewelry trade, wholesale, 194, 311 


Lambs, production of, 137 

Land, 32, 38 

Leases, valuation of, 227 

Liquidating season, 264 

Live stock, 34, 37, 102 

Live-stock industry — 
Area of production, 119 
Classes of live stock, 120 
Cost of production, 129 


Depression in the industry, 127, 
128 
Seasons, I19 
Live-stock man — 
Extending credit to, 122 
Financial statement of, 36, 124 
Loans, 238 
Local loans, 240 
Lumber trade — 
Manufacturer, 213, 338 
Retailer, 216, 340 
Wholesaler, 215, 340 
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Manufacturing, 147 ff. 
Marketing — 

Cotton, 53, 77 

Wheat, 49, 165 
Merchandise inventory, 9 
Millinery, wholesale, 201, 320 
Motor trucks, 209 
Musical instrument trade, 210, 336 
Mutton, cost of production of, 286 


Notes payable, 10, 11 
Notes receivable, 8 


Offset drilling, 224 
Oil producer and refiner, 220, 345 
One-crop system, 92, 103 


Paper trade, wholesale, 195, 312 

Paving certificates, 218, 220 

Paving contractor, 218, 344 

Petroleum, producer and refiner, 
220, 345 

Prepayments, 9 

Produce trade, wholesale, 198, 314 

Producer, oil and petroleum, 220, 
345 

Profit and loss account, 22, 30 

Public funds, 239, 256 

Purchased paper, 242 

Purchases, 148 


Ratios — 
Current ratio, 12 
Debt to worth, 16, 35 
Sales to merchandise, 19 
Sales to net worth, 21 


INDEX 


Sales to receivables, 18 
Real estate, 251 
Receivables, 35, 18, 8 
Refiner, oil and petroleum, 232, 351 
Reserves, II 
Retailing, 204 ff. 


Sales (see also Ratios), 24, 147 
Seasonal fluctuations (see particu- 
lar line of business) 
Settled production, 225 
Shearing — 
Goats, 142 . 
Sheep, 136 
Sheep — 
Area of production, 135 
Cost of production (Appendix 
4), 141 
Financing the sheep man, 139 
Lamb production, 137 
Methods of handling, 137 
Production, 136 
Shearing season, 136 
Shoes, wholesale, 201, 321 
Stocks and bonds, 249 
Surplus, analysis of, 27 


Tenancy and tenants — 
Accumulation of wealth by ten- 
ants, 109 
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Credit, 105, 248 
One-crop system, 103 
Roving tendencies, 100 
Standard of living, 111 

Trucks, motor, 209 

Turnover ratios (see Chapter 1 and 
particular lines of business) 


Used car problem, 207 


Valuation of producing properties, 
227 


Warrants, 249 
Wearing apparel, wholesale, 201, 
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West Texas Banks, 274 
Wheat — 
Area of production, 42 
Cost of production (Appendix 2), 
46, 281 ; 
Marketing, 49 
Production, 44 
Seasons, 42 
Wholesaling, 165 ff. 
Wool — 
Cost of production, 286 
Marketing, 137 
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